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ROBERT P. FALK 


From Poor Richard to the 
Man in the Gray Flannel Suit: 
A Literary Portrait of 


the Businessman 


When Rip van Winkle, dazed and bewildered 
from his long sleep, returned to the peaceful 
Dutch village of his younger days, one of the 
things that had changed the most was the ruby 
face of King George painted on a sign over the 
inn. Somehow it had been strangely metamor- 
phosed. The red coat had been changed for one 
of buff and blue, the sceptre exchanged for a 
sword, and beneath the sign was painted the 
name “George Washington.” When he con- 
fessed to the curious crowd that he was a quiet 
man and a loyal subject of the King, they 
shouted: “A Tory! a spy! away with him!” 

If the picture of King George had been a 
portrait of Benjamin Franklin, dressed in 
homespun, trundling a wheelbarrow to his 
printer's shop to impress his neighbors with 
his industry; and if Rip had remained asleep 
for another two hundred years to wake in 1950, 
he would find the picture of Poor Richard simi- 
larly metamorphosed into something else. He 
would see the portrait of a discouraged and 
frustrated youngish man in a gray flannel suit, 
standing in the shadow of a skyscraper la- 
belled “The Organization.” This transforma- 
tion in outward feature of the American man 
of affairs and business seems at first as irrecon- 
cilable as that of the King into George Wash- 


ington. To understand fully the stages by 
which it has taken place would take one on a 
long and complex journey into history, fiction, 
popular legend, myth, ideology, and the folk- 
ways which have shaped society and culture 
in America. 

Literature, in its broadest sense, is one ave- 
nue of explanation for such changes; for it 
touches at least partially all of these things. 
Furthermore, literature often influences the 
way men behave by giving them a lasting pic- 
ture of themselves. Life imitates art. And if we 
look there for a portrait, or a series of por- 
traits, which may help explain the transforma- 
tion of the businessman from the image of 
Poor Richard to that of his modern counter- 
part, we may be able to distinguish certain pat- 
terns along the way. For convenience, I have 
arbitrarily selected five perspectives, roughly 
corresponding to stages of American life, in 
which one may discover changing attitudes of 
society toward the man of affairs: first, the 
hero-worshipping tradition of Poor Richard 
and the later counter-image which has grown 
up around him; next, The Yankee Peddler, 
Horatio Alger, and the businessman as repre- 
sentative Americans; third, the strong man of 
the Social Darwinists; fourth, Babbitt, Anti- 
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Babbitt and the Marxian coloration; and fi- 
nally, the Organization Man in a gray flannel 
suit. 

A closer look at the tradition from its be- 
ginning to the present may reassure us that it 
does contain a measure of continuity, some 
family resemblances and recognizable features 
which will indicate that the contemporary busi- 
nessman is not entirely a curious visitor from 


a remote but well-“organized” planet. 


POOR RICHARD: 
MYTH AND COUNTER-MYTH 


Turning the pages of a recent issue of Har- 
per’s Magazine, I stopped for a moment at a 
picture of Benjamin Franklin, one of those 
heroic portraits which seem to register all of 
the thirteen virtues in one determined expres- 
sion. It rang a bell at once, as it was no doubt 
intended to do, signifying the confidence and 
financial security of the man who has “ar- 
rived.” What secret did this man possess? the 
reader was asked. Write for a free copy of the 
booklet, “The Mastery of Life,” to the Society 
of the Rosicrucians and learn to grasp the 
inner power of your mind. Follow Franklin’s 
road to success and happiness. Here, still in- 
tact, was the earlier American dream of poor- 
boy-to-Senator, or rags-to-riches, apparently 
with enough vitality left to justify the consid- 
erable expense of a three-quarter page ad in 
Harper’s. The legend has received no small 
amount of debunking in the century or so of 
its existence, but somehow it seems to have sur- 
vived as a lure for those who will send for the 
pamphlet rather than buy a copy of Franklin’s 
Autobiography and see for themselves. 

Across the page in the same issue of Har- 
per’s was a column reviewing the new books of 
1958 by Paul Pickrel. The author discusses the 
modern business novel, drawing a composite 
picture of the businessman as he emerges from 
the pages of a dozen or so books of 1958 about 
the men making money. Most of these “Mar- 
tini operas” of the business scene today, he 





says, are written by “ad-men” in public rela. 
tions or management-diplomacy. The main 





character is a youngish man who struggles 
alone and without an assured place in society 
against the bureaucracy of management, the 
pressures of competition, and “the stifling at. 
mosphere that results from trying to do every. 
thing in groups.” 

This new businessman, says Pickrel, has not 
gone to the “right” schools and does not come 
from a background of social class or family 
connection. He is in his middle thirties, has q 
good income and bigger expense account, but 
no real security. He depends upon his talent to 
win him a place in society and a promotion in 
the Organization. His struggle to maintain 
himself and to keep someone from pulling the 
rug out from under him is the essence of the 
story. He is sometimes a family man and sub. 
urbanite with children to educate and a country 
club to join; but often he is quite alone and 
has time for nothing but the most elemental 
relations with women. He strives to hang on to 
his job not so much against others who would 
like to climb over him, but against the more 
elusive enemies—bigness, bureaucracy, and the 
indifference and ambiguity of the “front of. 
fice.” His prospects are usually left uncertain 
at the end of the book. 

We shall see that certain resemblances do 
exist between Poor Richard and the “organ- 
ized” man of today, but first we should try to 
account for the obvious changes. The great 
difference between the two figures is in the 
attitudes each took toward society and its at- 
titude toward them. Here Franklin had much 
the better of his twentieth-century counterpart. 
For, since about 1830 or 1840, there has taken 
place a steady chipping away at the ideal of 
hard work and success to which his name has 
been irrevocably tied. 

A counter-image has grown up to challenge 
the original and to tarnish somewhat the | 
earlier American dream. There are many 


sources for this belittling tendency—the gen- 
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eral “debunking” of great men, the revolt in 
the ‘twenties of the younger generation, new 
tastes and changing values. More precisely, 
there have been two streams of anti-Franklin 
and anti-success philosophy—one from Europe 
and the other from Greenwich Village. The 
first originated with European critics of Amer- 
ican materialism, Harold Laski, Max Weber, 
R. H. Tawney and their American followers 
who have identified Franklin with the “Protes- 
tant ethic” which in turn combined with the 
spirit of capitalism, thus endowing material 
success with the blessing of God. This concept 
is traced to the Puritans and ultimately to John 
Calvin, who have bravely borne the onus of 
everything that is considered wrong with 
American society today. And Franklin is 
placed in its mainstream as one who found 
religious sanction for what later developed 
into a competitive struggle for survival in the 
world of business. 

The other support for the counter-image of 
the business ethic belongs to the history of 
Bohemianism in America, climaxed in the war- 
fare between Greenwich Village and The Satur- 
day Evening Post. Malcolm Cowley has de- 
scribed this “War in Bohemia” as a battle 
between the artistic ideals of self-expression 
and the middle-class doctrine of production. 
The Post had attacked the “Greenwich Village 
idea” about 1920 in a series of articles. The 
artists struck back from garret and cellar to 
defend the ideals of freedom, paganism, living 
for the moment. Marshalled against them were 
the full forces of the Protestant ethic—thrift, 
industry, self-denial, saving for the future and, 
above all, production of more and more goods 
without thought of their ultimate value. Cowley 
reads this story as one of final victory for 
Bohemia over Philistia, when ironically the 
revolt of morals and manners forced business 
to adopt the values of the Village in order to 
find new markets for its products. The new 
morality created a demand for cosmetics, 


cigarettes for women, movies, radios, auto- 
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mobiles, Gradually middle-class families began 
to yield to the looser standards of the Village 
until business found itself “going Bohemian.” 

But the victory, if such it was, was by no 
means final. Old ideas cling, and revolutions 
in folkways are seldom final. In the thirties, 
the old antagonism revived in political and 
economic terms. The welfare state of the New 
Deal won the national vote from the proponents 
of a more conservative business administra- 
tion, and collectivism was in the saddle. World 
War II, however, brought regained prestige 
for business efficiency. It was generally agreed 
that production was a decisive factor in the 
victorious outcome over Fascism. Yet the basic 
controversy lay deeper than national issues, 
even wars; and the age-old struggle between 
poet and propriety, Bohemian versus bour- 
geois, and the ultimate conflict of goals be- 
tween town and gown or academy and market- 
place goes on beneath the changing social 
scene, 

All this has had an indirect bearing upon 
the businessman of fiction and the gradual his- 
torical modification of the older portrait of 
Poor Richard. And if we take up the story 
during the 1830's, the bustling decade of Jack- 
sonian Young America, we can see the begin- 
nings of a new tradition of the businessman 
which was to develop somehow alongside the 
Benjamin Franklin myth, share some of its 
seriousness but at the same time bring to it an 
element of humor and a critical edge which 
would lend support to the later and counter- 
image of Poor Richard. This change began 
with the Yankee peddler and confidence man. 


THE BUSINESSMAN AS AMERICAN 


In 1836 Thomas C. Haliburton, a Canadian 
writer, published the first of a series of books 
called The Clockmaker; or the Sayings and 
Doings of Samuel Slick. Building upon a tradi- 
tion of the shrewd and rustic Yankee peddler, 
Haliburton struck a chord which first indicated 
that the businessman was to become identified 
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with the national ethos. Sam Slick was a proto- 
type of the ubiquitous Yankee salesman and 
clockmaker who could sell a $6.00 clock to a 
tight-fisted New England farmer’s wife for 
$40.00 when she didn’t even want one. Sam 
was a rustic Yankee doodle dandy, first cousin 
to Brother Jonathan who was the early Uncle 
Sam. As a businessman he was shrewd, suc- 
ceeding by combining “soft sawder” with a 
knowledge of “human natur.” Later, Sam be- 
came a storekeeper, interested in politics, a 
cracker-barrel philosopher like Jack Downing, 
speaking the democratic idiom—a combina- 
tion of bad grammar and horse sense. 

Sam Slick was a businessman not quite of 
the earnest and ambitious Poor Richard school, 
but admired nonetheless by readers of nearly 
twenty editions of Haliburton’s series in Eu- 
rope and America. As a real “slicker,” how- 
ever, he was outclassed by the frontier op- 
portunist, Simon Suggs, invented by Johnson 
Hooper. Suggs was a genuine rascal of the 
flush times on the Mississippi whose motto 
was: “It’s good to be shifty in a new country.” 
But something of both Suggs and Sam Slick 
began to mingle with the Ben Franklin tradi- 
tion in the years before the Civil War. Ped- 
dlers and confidence men combed the rural 
communities in the mid-west and mingled with 
the crowds on the steamboats plying the Ohio 
and Mississippi rivers. When Herman Melville 
in 1854 wrote his picaresque adventure of 
Israel Potter, he carried his folk-hero, a kind 
of early Huck Finn, through a series of frontier 
experiences which included the role of the 
long-legged, smooth-talking Yankee peddler. 
Potter goes to France and meets Ben Franklin, 
who is portrayed as a canny rustic in knee 
breeches doing Israel out of something at every 
turn and then reading him a moral lesson. 
“Every time he comes in he robs me,” Israel 
complains, “with an air all the time, too, as if 
he were making me presents.” 

Melville wrote a tale of Wall Street called 
“Bartelby the Scrivener” and also another 





novel called The Confidence Man (1857) 
which combines in its main character the 
features of the Yankee peddler, Brother Jona. 
than, and Uncle Sam. “Confidence” is a word 
which can be taken in two quite opposite senses 
and Melville seems to show his character in the 
dual, contradictory roles of canny trickster and 
Christ-like preacher of faith in one’s fellow 
man. Mark Twain’s famous Colonel Sellers jn 
The Gilded Age (1874) varied this pattern of 
the businessman, portraying him against the 
background of a rapidly expanding frontier 
society after the Civil War. Sellers is a likeable, 
impractical dreamer of getting rich through 
patent medicines and impossible gadgets which 
he never gets around to inventing. 

But in the 1870’s when fortunes were in the 
making and the fluid conditions of a swiftly. 
moving society allowed freedom and exploita. 
tion to prevail, the satirists were in the minor. 
ity. The way to wealth became the American 
way of life and the successful businessman 
became the national hero. On the popular level 
this new attitude influenced several genera. 
tions of American youth in the person of one 
“Ragged Dick,” the first of a long series of 


boy-success stories by Horatio Alger. Dick was | 


a bootblack, a bright boy who made the most 


of his chances, climbing the steps of the ladder, 


armed with prudential wisdom and Poor 
Richard aphorisms, to become in the end a 


rich and respected merchant. Tens of millions , 


of Alger’s books were sold between 1867 and 
1910, and it would be hard to exaggerate their 
influence. As literature the stories were badly 
written, the characters typed, and the morality 
banal, but as doctrine for the values of indi- 
vidual enterprise and getting-ahead by pluck 
and luck (not by confidence-man tricks), their 
influence upon a generation of boys who be- 
came businessmen in the early years of the 


present century was tremendous. So great, in- | 
deed, was Alger’s influence that when business | 


conditions changed radically after 1920, many 
businessmen found themselves still clinging to 
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the easy, ready-made philosophy of Ragged 
Dick long after it had lost its relevance to the 
existing situation. 

On a higher literary level, however, the busi- 
nessman was studied more seriously. To Henry 
James and William Dean Howells, he was the 
new man of America, a type that had to be 
reckoned with, and they devoted long novels 
to his literary portrait. In his novel The Ameri- 
can (1878) James represented him as Christo- 
pher Newman, a typical American exploring 
the cultural values of Europe, the first tourist 
abroad. Newman was a millionaire from Cali- 
fornia involved in a romantic affair with Claire 
de Cintre, the daughter of an aristocratic 
French family down on its luck. James’s por- 
trait of Newman has certain satiric touches— 
he made money in leather and in wash-tubs, 
“which were lovely,” he is an innocent abroad, 
naive about art and cultural things, and he is 
regarded by the French with a kind of leg- 
endary wonder as a Paul Bunyan of finance 
who owns an entire city in the West inhabited 
only by people who don’t smoke cigars! 

Newman is, however, no ancestor of George 
Babbitt. He belongs to the period in which the 
businessman was painted in heroic propor- 
tions, but without the taint that has come to 
be attached to his real contemporaries—Jim 
Fisk, Jay Gould, and Cornelius “the public be 
damned” Vanderbilt. Newman has their dash, 
daring, recklessness, and towering freedom of 
movement without their unscrupulousness. 

“You stand up, so very straight, for accomplished 

facts [says his friend Valentin de Bellegarde]. 

You've made a fortune, you’ve raised an edifice, 

you're a financial, practical power. ... What I envy 

you is your liberty, your wide range, your freedom 

to come and go. ...” 
In the end he proves morally the superior of 
his French counterparts, though frustrated in 
his hopes of marriage. Newman was con- 
structed of romantic materials. Business was 
only a means to an end with him and he was 
indissolubly linked with James’s concept of the 
idealized American type. 
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James saw his businessman through a Euro- 
pean perspective. Howells, on the other hand, 
viewed Silas Lapham (The Rise of Silas Lap- 
ham, 1885) in terms of the workaday business 
life of a newly-rich, uncultured man involved 
in a moral problem and perplexed by his 
social-climbing family which seeks to crash 
Boston society. Lapham is Howells’ answer to 
the charge that all businessmen of the Gilded 
Age were amoral tycoons and robber barons. 
His wealth came from a paint mine on the 
family farm in Vermont. He had forced his 
partner out of the business just before the 
value of the paint was to double, and the ac- 
tion, though not entirely one of greed, was 
done in a spirit of selfishness. In the end Silas 
makes amends for his action, goes into bank- 
ruptcy rather than make a deal which might 
have saved his business, but ruined many small 
investors. Lapham’s ethics are sound, his in- 
tentions good, and his table manners atrocious. 
But Howells manages to make him believable 
and even sympathetic. Even now, his portrait 
of Silas Lapham rings truer than some of the 
pictures we have from historians who have de- 
scribed the real businessmen of the 1880’s in 
terms of a social or economic “thesis.” 

James, in later books like The Ambassadors 
(1903), continued to hold to the favorable 
view of the businessman as _ representative 
American, but Howells became increasingly 
concerned over the class conflict, strikes, and 
labor disturbances of the late 1880’s and early 
1890’s. In A Hazard of New Fortunes (1889) 
his portrait of Dryfoos, a later and degraded 
Silas Lapham, becomes increasingly critical, 
looking forward to the vogue of muckraking 
novelists of the turn of the century. 


THE CULT OF THE STRONG 


In the ’nineties the Social Darwinists began 
to create in American life a cult of muscle- 
worship which had important ramifications in 
politics, society, and business. Teddy Roose- 
velt charged up San Juan Hill in a symbolic 
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gesture of might, right, moral athleticism, and 
virtues of the outdoor life. John L. Sullivan, 
“the Strong Boy of Boston,” became a national 
hero, The Message to Garcia a national creed, 
the Gospel of Wealth a rationale of big busi- 
ness. William Randolph Hearst helped justify 
a questionable war with jingoistic journalism. 
In short, America was flexing its muscles in an 
effort, perhaps, to forget some of the disturb- 
ing forces which had threatened to erupt into 
class-conflict, Populist revolts, agrarian dis- 
content, and labor troubles. In fiction there 
developed a cult of the strong. 

Jack London wrote novels which glorified 
animals with human feelings and men who 
acted like wolves or Alaskan huskies. Frank 
Norris admired “the brutal bullying instinct” 
which prompted the struggles between fresh- 
men and sophomores at Berkeley. He pro- 
ceeded to write a series of novels about busi- 
ness which were a mixture of Darwinism and 
romance. Curtis Jadwin, the hero of The Pit 
(1902), is a capitalist and speculator formed 
on a grand scale who appeals to Laura Dear- 
born, the heroine, because of his masculine 
proportions, his broad strong hands, and his 
look of relentless, unswerving will and pur- 
pose. Uneducated and awkward among women, 
in art museums, and at the opera, Jadwin is 
nonetheless Laura’s (and Norris’) choice over 
the artist, Sheldon Corthell. She weighs the 
cult of the beautiful against the cult of the 
strong and casts her lot with Jadwin’s because, 
daughter of the frontier as she is, she is 
fascinated by the drama of The Battle of the 
Street, the challenging struggle which went on 
in the wheat pits in the Chicago Board of 
Trade. “Only the strong and brave might dare 
it, and the figure that held her imagination and 
her sympathy was not the artist, soft of hand 
and of speech . . .; but the fighter . . . hard, 
rigorous, panoplied in the harness of the war- 
rior, who strove among the trumpets... .” 


Here is the first clear portrait of the strong 





business-hero as a virile Roman, a larger-than. 
life representative of the American scene, a 
kind of Leatherstocking transferred to the 
Board of Trade. His motive is not money, but 
the excitement of the speculating game, the 
sense of power in cornering the market jn 
wheat. He is impelled to gamble by a restless 
force within him and he is drawn further and 
further by a combination of luck and genius, 
In the end he is destroyed by a more powerful 
force than himself, the wheat, but Jadwin has 
become a tragic hero, a figure of romance, who 
gains stature even in defeat. 

Jadwin stands alone, as all business heroes 
did in the strenuous age. There were others like 
him in the fiction of individual enterprise 
which preceded World War I. Van Harring. 
ton in Robert Herrick’s Memoirs of an Ameri- 
can Citizen (1905) rises from farm boy to sen- 
ator by the application of Darwinian ethics to 
the meat-packing industry. He survives by the 
cult of the strong, by rejecting the tender con- 
science of women and the clergy, and by ac- 
knowledging that climbing the success-ladder 


is “no gospel game.” His code is that of the 





jungle—“to live in any age,” he meditates, 
“you have got to have the fingers and toes ne- 
cessary for that age.” Unlike Jadwin, Harring. 
ton’s twin motives are money and power, to 
be like the other men of wealth he saw in Chi- 
cago. “What was the golden road? These men 
had found it—hundreds, thousands of them, — 
farming tools, railroads, groceries, gas, dry- 
goods. It made no matter what... . To take my 
place with these mighty ones—I thought a good 
deal about that in those days!” 

Van Harrington is shrewd, strong, mascu- 
line, attractive, fundamentally honest, but will- 
ing to sacrifice principle rather than to fail or 
be crushed by others in his drive for power. 
He and Dreiser’s Frank Cowperwood are full- 
blown Napoleons of muscular capitalism. Cow- 
perwood, modelled on the career of the indus- 


trialist Charles Yerkes, accepts without ques: 
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tion the doctrine that men are cannibals, living 
on weaker men. He is both an egotist and an 
intellectual. Business-success is for him a chal- 


‘ 


lenge. The world of money is a “game.” Fi- 
nance is an “art,” like chess. His impulse is to 
exercise his talent, to test his strength, not 
greed or gain per se. 

Dreiser follows the fortunes of his Nie- 
tzschean superman through two prolific novels, 
The Financier and The Titan (1912, 1914). 
After marrying the widow of a wealthy merch- 
ant, he gets a start in the brokerage business, 
edges craftily into politics, and manages to 
score a coup by cornering the field in street- 
railway securities. Sex rears its lovely head in 
the person of Aileen Butler, the daughter of 
astreet-paving contractor with whom Cowper- 
wood has done business. She becomes his mis- 
tress, but the girl’s father has the relationship 
exposed by detectives and Cowperwood is ar- 
rested and sent to prison for embezzlement of 
municipal funds. He is soon pardoned and re- 
turns to Philadelphia where the failure of Jay 
Cooke in 1873 enables him to recoup his for- 
tune and exploit the market for millions of dol- 
lars. 

Cowperwood is a fairly simple combination 
of financier and lover, Machiavelli and Don 
Juan, merchant prince and “sexual freelance.” 
Dreiser does not pull his punches in presenting 
without apology the jungle ethics of the strong 
man. A product of nature, he is not responsible 
for his superiority to the ordinary herd. It is 
he alone who moves forward despite the mass 
mediocrity. There is an epic quality about his 
portrayal of the rise of a powerful individual, 
succeeding because he is the fittest to survive 
among conditions of the struggle and compe- 
tition for existence and for power. When he 
was interviewed and asked about the right and 
wrong of the financial titan’s activities, Dreiser 
replied there was no such thing in nature as 


the right to do and the right not to do. 


The financial type is the coldest, the most selfish, 
and the most useful of all living phenomena. Plainly 
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it is a highly specialized machine for the accom- 
plishment of some end which Nature has in view. 
Often humorless, shark-like, avid, yet among the 
greatest constructive forces imaginable. 


In his delineation of Cowperwood’s love-life, 
Dreiser added a new dimension to the portrait 
of the businessman which was to become a per- 
vading motif of the later, Freudian novel. Un- 
like Curtis Jadwin or Van Harrington, who find 
their married lives amusing but something of 
a hindrance in their drive for power, Cowper- 
wood becomes deeply entangled in the “chem- 
istry” of sex, almost to the point of making 
him a tragic figure and the victim of his own 
illicit passion. He escapes the penalty of this 
romantic flaw, however, and continues on 
toward his goal of power, wealth, intellectual 
superiority, and social nobility—or at least, as 
he says, the appearance of these things. 

These and many other novels of the business 
superman, written in the first decade of the 
twentieth century, show characteristics almost 
unknown to earlier and later examples of the 
genre. For one thing they concentrate with 
gusto upon the details of such things as the 
complex workings of the grain exchange, the 
formation of combines and trusts, the fluctua- 
tions of prices, the hard bargaining behind 
closed doors, the maneuvering involved in cor- 
nering the market in railway securities. Such 
information is narrated with a view to commu- 
nicating information and telling the “inside 
story,” even where it adds little to the central 
plot. The main character is the man of individ- 
ual enterprise, his decisions are vital, nor does 
he submit them to a committee. In the end, he 
is seldom regretful of his actions, even though 
he is not satisfied with the result, and if he is 
brought low, he retains the reader’s sympathy 
as for a giant in chains. 

The strong man of the 1890’s and early 
1900’s in fiction carries over something of Ben 
Franklin’s determination to get ahead, and 
something of the disregard for principle of the 
peddler and the confidence man. He is Alger- 
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esque, too, in his “rise” from poor boy to a 
position of respect and greatness. Unlike 
Franklin, however, he is not even slightly con- 
cerned with virtue or character for its own 
sake. He has no use for Christian morality or 
“gospel games.” In fact, to judge from the 
three business-heroes we have described, the 
cult of the great entrepreneur does not bear 
out the theories of Max Weber, R. H. Tawney, 
and other historians that the Gospel of Wealth 
and the Protestant ethic tended to sanctify busi- 
ness by endowing it with the blessing of God. 
All of them reject Christian ethics in favor of 
the law of the jungle. They agree, in general, 
with Frank Cowperwood, who learned his les- 
son early as a boy passing a fish market and 
watching a lobster slowly devour a squid. The 
sight answered for him the riddle of life: “How 
is life organized?” he asked himself. “Things 
lived on each other—that was it.” 


BABBITT, ANTI-BABBITT, 
MARX, AND FREUD 


The reaction against the cult of the strong 
began in the “twenties when Sinclair Lewis in 
Babbitt dealt a death-blow to the business hero 
of the Gilded Age. The strong, amoral tycoon 
became in his hands a timid follower of orth- 
odoxy, a repeater of slogans, and a blundering 
pursuer of manicurists or neighbors’ wives. 
Babbitt is a scarcely recognizable descendant 
of Frank Cowperwood or Van Harrington. The 
Alger-myth has disappeared. Babbitt does not 
rise, he simply wallows. He lives in a world of 
tasteless vulgarity, domestic boredom, and 
Rotarian boosterism. He is pathetic because his 
aims are so petty and he takes them so seri- 
ously. Lewis stacks the cards against him by 
depriving him of all largeness. His business is 
selling real estate (he prefers the term “real- 
tor”), his ideals are defined by the Chamber 
of Commerce of Zenith and what Mencken 
called Warren Harding’s “Eden of clowns.” 
Babbitt is a boobus Americanus par excellence, 
though in the end he senses dimly that his life 





lacked something, a freedom to do what he 
wanted, and he clumsily but honestly encoyy. 





ages his son Ted to take the job he wants and 
work out his destiny in his own way. | 

A re-reading of Babbitt cannot but impress 
one with the brilliance of Lewis’ satiric pen 
and his incomparable mimicking of the empty 
banalities, the “by-Gosh, by-Gee, by-George” 
imprecations of the middle-class cliche-expert, 


Babbitt is honest in business, but his honesty 
is somehow made to seem far less admirable 


than the unprincipled ambitions of Dreiser's 


Cowperwood—a fact which once again con. 


firms the old literary truism that heroic irregu. 
larity can be made more attractive than timid 
respectability. As a portrait of the business. 
man, Babbitt is a figure of satire, a caricature, 

But Lewis partially redressed the balance in | 
Dodsworth, an automobile magnate who sells 
his business, like Christopher Newman, and 
sets out to find the larger life in Europe. He 
fails to adjust to a more complex and graceful 
civilization and returns to America, but his 
defeat has brought a certain depth to his char. 


acter. He rises in the reader’s esteem by cour- 





ageously refusing to take back his pampered 
wife who has deserted him for an Austrian | 
nobleman. Dodsworth is a partly tragic figure, 
instead of a ridiculous one, but like Babbitt, 
his soul has been damaged by the philistinism 
of his circumscribed existence. “He would cer- 
tainly produce excellent motor cars; but he 
would never love passionately, lose tragically, 
nor sit in contented idleness upon tropic 
shores.” The ideals of self-expression and 
Greenwich Village, which Lewis here exalts, 
would never be his. 

The career of Sherwood Anderson, so nak: 
edly revealed in his books (which are a me- 
lange of Freudian dreams, Bohemianism, the 
revolt against middle-class ideals, nudism, and 
other “wistful idealizations of the male meno- 
pause”), epitomizes the conflict between art | 
and business in the 1920’s. In such novels a | 
Many Marriages (1923) and Dark Laughter | 
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(1925), Anderson portrayed himself, a busi- 


nessman in a small town at the age of forty, 
suddenly rebelling against the repressions of 
standardization, the acquisitive life, factories, 
families, Rotarianism, and the machine age. 
Like John Stockton in the latter novel, he 
undergoes a spiritual eruption and walks out of 
his old life into one of new freedoms, life on 
the Mississippi, bumming, loafing, and dream- 
ing in an exhibitionist effort to recapture Mark 
Twain’s mood. As a youth Anderson had 
thrown himself imaginatively into the excite- 
ments of the money-game and the thrills of 
business expansion. At forty he did a complete 
reversal, and his books were an expression of 
the traumatic division which overtook him at 
mid-life. His rebellion was as extreme as had 
been his earlier immersion in the American 
dream of success. Writing and sex became his 
new ideals. Like John Webster, one of his char- 
acters who had been a washing machine manu- 
facturer living a middle-class family life, he 
felt that he had missed “Life.” Webster takes 
to walking naked up and down before a picture 
of the Virgin Mary and finally leaves his home 
to run away with his stenographer. 

But Bohemianism as a literary vogue spent 
itself somewhat by the end of the decade. Dods- 
worth was a sign that even the truculent author 
of Babbitt could see its limits. In 1927 Booth 
Tarkington wrote the most effective anti-Bab- 
bitt novel of the ’twenties in The Plutocrat, in 
which he neatly reversed the values which 
Mencken, Lewis, and Anderson had espoused. 
Earl Tinker, its hero, is a colorful, likeable 
businessman who finds himself in a Jamesian 
situation while on a vacation trip through 
Europe. He harks back in certain ways to the 
virile, Napoleonic businessman of an earlier 
time. Tinker is at first seen through the eyes 
of Laurence Ogle, a young playwright who 
wears his Bohemianism on his sleeve as obvi- 
ously as does Babbitt his Boosterism. Ogle falls 
in love with a mysteriously attractive woman 
of European origin, Mme. Momoro, who per- 
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versely seems to prefer the company of the 
poker-playing, cigar-smoking, rough-and-ready 
president of the Illinois and Union Paper Com- 
pany. Tinker is conscious of his crudeness, but 
it never bothers him. In the end the turnabout 
is completed. Ogle and his ideals are discred- 
ited by contrast with the greater stature of 
Mr. Tinker who becomes, for all his superficial 
vulgarity, a formidable figure, generous- 
minded, responsible, and above all energetic. 
He is called a “New Roman,” virile, trium- 
phant, riding a white camel in barbaric pomp 
toward long-conquered Carthage. “He is a 
great barbarian,” Mme. Momoro tells the dis- 
illusioned young playwright, “with great 
power.... He is as careless of his power as 
he is of everything else. Do you remember how 
he bought all the fruit at Gibraltar, and tossed 
it to those poor people in the steerage?” 
Tarkington’s effort to restore the business- 
man of the Howells and James era, however, 
ran counter to the trend, and the attack which 
had been Bohemian in the ’twenties, became 
doctrinaire and proletarian in the ’thirties. The 
muckraking novel of which Upton Sinclair’s 
The Jungle (1905) had been a classic ex- 
ample—a socialistic account of the evils of the 
meat-packing industry in Chicago—returned 
with a new kind of Marxian bitterness during 
the New Deal and the depression decade. Ide- 
ology began to crowd out characterization, 
psychology, and humanity. In the hands of 
such writers as Dos Passos, Steinbeck, Robert 
Cantwell, Samuel Hopkins Adams, James 
Steele, Mary Heaton Vorse, and Christina 
Stead, the novel of business was used as a plat- 
form for various spokesmen of the social left. 
In Dos Passos’ The 42nd Parallel (1930) 
and The Big Money (1936) the focus is on 
the class war. He does not attempt an extended 
portrait of a businessman so much as a kaleid- 
oscopic impression of a cross-section of Ameri- 
can life in the 1920’s * . which a rootless, drift- 
ing population searches for freedom and per- 
sonal liberty in the stifling atmosphere of a 
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commercially-organized society. One of these 
people, Charley Anderson, is a kind of symbol 
of the evils of capitalism. He returns from the 
war as a hero, becomes a financier in Detroit, 
but gradually declines to become a waster, a 
drinker, and a failure. Dos Passos dreamed of 
some new organization of “the masses,” or 
rather no organization at all, but a world in 
which property was abolished and man ceased 
the economic war against man. His was a voice 
crying in the wilderness: “Oh, if people would 
only trust their own, fundamental kindliness, 
the fraternity, the love that is the strongest 
thing in life.” 

Dos Passos could be more aggressive than 
this in attacks upon Henry Ford and the as- 
sembly line, and in these moods he more nearly 
expressed the virulence which characterized 
the depression novel. Frederick Wakeman in 
The Evan Llewellyn 
Evans, a soap tycoon, as a kind of Laskian 
monster, or a Marxian distortion of reality. 
Samuel Hopkins Adams’s Plunder is a story of 
business corruption in Washington. All busi- 


nessmen in the novel are “predatory,” devoid 


Hucksters described 


of sensitivity, and look like “ huge gorged sau- 
rians.” All are five-percenters (before the term 
gained currency) out to deceive the govern- 
ment, manufacturing planes which “crashed in 
deathly heaps,” shells which backfired and 
caused great slaughter on the ranges, ships 
which broke in two on the waves. Plunder is a 
narrative written without warmth or under- 
standing, but in bitterness and spite. 

After Dreiser the novels of business step 
up the pace of sex and sensationalism. Once 
seduction scenes begin to appear (and at first 
they were tentative, suggestive, requiring long 
chapters of preparation), the progress toward 
freedom is swift. Physical details enter more 
frequently, multiple scenes are employed, the 
description becomes increasingly frank and 
spirals to its climax in fewer pages and more 
gripping language. Sex becomes a release, an 
escape from the pressures of business life, 
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but writers (and readers) love it for itself 
alone. Of Christina Stead’s A Little Tea, 4 
Little Chat (1948) John Chamberlin remarks 
that the businessmen “spend so much time get. 
ting in and out of bed that one wonders how 
they have time to make money.” Mary Me. 
Carthy’s The Man in the Brooks Brothers Shirt 
portrays the Bohemian-Philistine hassle jp 
terms of a seduction on a transcontinental 
train of an avant-garde girl novelist by a tray. 
eling salesman for a steel company. The out. 
come is inevitable—the two worlds are incom. 
patible. 

It is no news at this point in history that 
the shadows of Marx and Freud have doni. 
nated the contemporary novel and affected 
markedly the portrayal of the businessman, as 
well as other characters of fiction. In the 
thirties it was 75 per cent Marx and 25 per 
cent Freud. Today, the percentages are re. 
versed. In the ‘thirties the anti-business novel- 
ist won easy victories. In his mind was an 
idealized form of state socialism. writes John 
Chamberlin in Fortune (1948). He demanded 
a state-endowed social security, with drastic 
limits on freedom—for the businessman. He 
tended “to contrast the world of free capital- 
ism with a perfect socialized order that had no 
existence outside his own head.” No mere hu- 
man businessman, Chamberlin said, could 
stand up against a perfect figment of the ideal- 
ist’s mind. 


ORGANIZATION MEN, 
BUREAUCRATS, ADMEN 


After World War II there was a noticeable 
upturn in the number of novels devoted to the 
businessman, but the accent shifted away from 
depression and class-conflict themes to the 
problems of the youngish man who returns 
from military life to re-establish himself in 
the business world. Tom Rath, in The Man in 
the Gray Flannel Suit by Sloan Wilson, has be- 
come a symbol in the public mind of this new 


type. Unlike his counterpart of World War I, 
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he is not a rebel, a wastrel, or a rich boy of 
the Fitzgerald era. Nor is he one of the brood- 
ing members of a lost generation. Instead, he 
isan “Organization Man.” His wartime experi- 
ences have taken away his desire to struggle. 
There are plenty of jobs, and the problem is 
to get the hest one possible. Tom Rath seeks 
security, a place in the exurbanite society of 
the big city, and he does not want challenge 
or responsibility. He is conservative, tired. He 
wants mostly to “get along.” He is a bureau- 
crat. 

Charley Gray in J. P. Marquand’s Point of 
No Return is another of the post-war business 
executives who fits this pattern. The writer’s 
interest is to show the business career from 
the point of view of Charley’s home life, his 
wife, their prospects for joining the country 


“ce 


club and achieving “status” in suburban so- 
ciety-life. The big question in the Grays’ life 
turns on whether he will be promoted to a 
vice-presidency of the Stuyvesant Bank. Mar- 
quand is only incidentally concerned with the 
details of banking and investment, and the 
emphasis falls on delicate problems of diplo- 
macy, Charley’s relations with his boss, the 
whole touchy matter of “getting along” with 
his superiors, “togetherness,” and his relations 
with his wife and children. Lunch at the Har- 
vard Club is a ritual, learning to call the boss 
“Tony” instead of “Mr. Burton,” exchanging 
gossip with the brass on his way to work in 
the commuter train—such are the details on 
which his future depends. Frustration and 
resignation are the keynotes of this novel. 
When the announcement comes that he has 
been promoted over his rival, Charley is not 
greatly moved. “It was like the time at Dart- 
mouth when he had won the half-mile at fresh- 
man track. He felt dull and very tired.” 
Charley Gray and Tom Rath are in positions 
which are relatively secure, but from which 
there isn’t much they can rise to, or struggle 
for. Their desire is to keep the status quo. 


They don’t rebel because there isn’t anything 
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to rebel against. The “company” dictates their 
way of life, but it is a comfortable one and 
they don’t protest. Such rebellion as they feel 
is a kind of puzzled questioning of the value 
of it all. The only escape from frustration is 
in dreams, remembered war experiences, or 
sex (like the “affair” in Italy which produced 
a child for Tom Rath and threatened to disturb 
his domestic security after the war). 
Babbitt, too, had had moments of question- 
ing whether it was all worth while. Novelists 
of more recent years find this tone of doubt, 
of wondering what it is all about, where it will 
all end, and what reason exists for pursuing 
the “old rat race” a prevailing motif in their 
treatment of the business executive in the Or- 
ganization. In Jefferson Selleck (1951) Carl 
Jonas has portrayed a wiser, sadder, mellower 
Babbitt of the 1950’s. Selleck is middle-aged, 
a partner in a small company manufacturing 
tune-playing automobile horns. After a heart 
attack he is advised by his doctor to occupy 
himself by writing his memoirs, thinking over 
his past. Like Babbitt, he is a small-town 
joiner, a Republican, a suburbanite, and a 
member of the country club. What values he 
finds in his past life show certain positive ideas 
about his middle-class experience. He believes 
in the principle of work because it is “not un- 
like religion” and it gives him a sense of con- 
tinuity and a faith that the world will keep 
on turning. He is puzzled about his life, and 
not really articulate, but he comes to terms 
with it, with his family, marriage, and even 
the rather tentative religion he has practiced. 
Revolt against conformity shows itself in 
some of the recent business fiction, but is more 
the exception than the rule. In From the Dark 
Tower, Earnst Pawel describes the kind of 
brain-washing which a large insurance com- 
pany imposes upon its members, from the top 
executive on down. The president points out 
that no employee can live two lives, a private 
life and a company life. All must worship the 
Tower, which becomes a symbol of the extinc- 
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tion of the individual. In return it offers “se- 
curity” and “togetherness,” but these are not 
enough for Pawel’s hero who finally has the 
courage to resign rather than accept a new 
position which is offered him. 

Revolt of a different kind is the theme of 
Ayn Rand’s Atlas Shrugged, an 1100-page 
tome about the search for a new world of sci- 
ence and industry, freed from the restraints, 
parasites, “looters,” and all the vermin of gov- 
ernmental bureaucracy and labor unionism 
who try to force the still existent, old-style 
business tycoon to his knees. Miss Rand’s book 
is a fantastic piece of rightist propaganda and 
science fiction, symptomatic, however, of the 
present tendency of multiple-bureaucracies 
and strangling organizations to throttle the 
drive of productive business to get things 
done. The revolt in Atlas Shrugged is that of 
a few dynamic producers against a society 
(rather vaguely described as “they”) which 
would cripple production and send civilization 
back into a hand-craft barbarity. The pro- 
ducers symbolize “reason” and pit themselves 
against the enemy, the “mystics of the spirit” 
who would deny “reason” (i.e., material prog- 
ress). 

The recent “Martini operas” of business dis- 
cussed by Paul Pickrel concern young men in 
TV and newspaper advertising, merchandizing 
in a department store, public relations, and the 
drug business. In The Admen Shepherd Mead 
is concerned with the efforts of a young adman 
to hold to certain standards of integrity and 
creativity against a corporation manufacturing 
Broil-Around Roasters. The president seeks 
safety and security, stifling the advertising 
game by old-fashioned ideas. In A Really Sin- 
cere Guy by Robert Van Riper, Bill McCrary 
is a typical hero of the latest business novel. 
He is a middle westerner, product of a small 
unfashionable college, with a big income, but 
no security except his job. His egotistic boss 
tries to force him, against his own principles, 


to undertake a campaign in favor of high tar- 





iffs. The conflict of ideals and company inter. 
ests finally forces Bill to resign, though he 
holds to the belief that public relations is an 
honorable calling. Pax by Middleton Kiefer jg | 








the story of another adman, this one involved 
in selling a new tranquillizer named “Pax” 
before it has been unambiguously tested in the 
laboratory. Politics complicate the problem 
when a Senate committee begins to look into 
the practices of the drug industry. Joe Logan 
is a far-seeing hidden-persuader who succeeds 
in preparing the way for Pax by a subtle means 
of favorable propaganda for the Raven Phar. 
maceutical Company, but in the end his high. | 
pressure public relations backfire on the com. 
pany. 

None of these Organization novels, with the 
exception of Atlas Shrugged, takes a black-and. 
white position either for or against business 
as such. Most of them lean in sympathy toward 
the individual businessman in his struggle 
against conformity and dishonesty and stand. 
ardization, but the middle-man hero is by no 
means whitewashed. At least some of the taint 


of the Organization has rubbed off on him. In 





his relations with women, he is usually faced 
with two alternatives—one of whom stands for 
values, the other for sex. Most of the novels 
turn on this theme: can a man maintain a cer- | 
tain integrity in the business world against the 
built-in timidity and conservatism of the Or- 
ganization and its executives. 

Some of them recall the naturalistic fiction 
of Dreiser and Norris in setting out to tell the 
“inside story” of a certain business. The pic- 
ture is usually a depressing one. Pax, for in- | 
stance, shows the way in which the sales man- 
ager and the publicity man of a company 
which has produced vermifuges for the army 
attempt to launch an anti-histamine compound 
as a tranquillizer and to put it out without 
prescription in an advertising campaign to hit 
the big, national market. The drug has not | 
been unambiguously tested in the laboratory, 


it circumvents the Pure Food and Drug laws, 
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and is not even certainly a tranquillizing com- 
pound, but Joe Logan proceeds with the pub- 
licity, touching new heights of psychological 
hidden-persuading. One of his ideas is a radio 
commercial designed to create the need for the 
product by describing with sound-effects the 
strains and tensions of modern life. First, a 
soothing voice tells of the infinite peace of 
the embryonic soul in the womb. Then the 
announcer says: “Prepare for the trauma of 


birth!” 


(Another silence. Then suddenly, from a speaker 
in the back of the room, a woman’s shriek cut 
through the silence, long and piercing.) 
“From infancy onward,” continues the voice, 
“vou are subject to a thousand tensions... 


” 


you try to relax.... 


(A child’s scream was cut off sharply by the squeal 

of brakes which merged with the sound of an auto- 

mobile horn.) 

Public relations has become the critical de- 
partment of business in these novels. It con- 


trols sales, production, and overrides the will 


of the president himself. All depends upon its . 


success, and it is not just the product, but 
the company itself which requires public sym- 
pathy, good relations, and a favorable press. 
There is a change here, even from the kind 
of organizational fiction which Marquand and 
Sloan Wilson wrote. The businesses themselves 
are marginal ones trying to become bigger. 
The businessman is in the middle position, 
hoping to pull off a “coup” and get a promo- 
tion through his own ingenuity and inventive- 
ness. He lives hard, drinks for relaxation, and 
becomes cynical or has his natural cynicism 
confirmed by the business “game.” Sex has 
now become a part of the game. He connives 
with a pretty secretary who is often a bosomy 
persuader on her own part. In the end he does 
not either rise or fall, in the older sense; in- 
stead his fate is left ambiguous or he rebels 
and throws up his work for a return to writing, 


art, or a more creative and less organizational 
activity. 


PORTRAIT OF THE BUSINESSMAN 13 


VARIABLES AND CONSTANTS 


Business itself, and social attitudes toward 
it, have changed vastly from the innocent days 
of Poor Richard to the present era of the Or- 
ganization. “A penny saved is a penny earned” 
is nonsense in a day when a dollar spent for 
advertising means a quick return in dividends 
and sales. And it would be poor public rela- 
tions for the owner of a printing shop to be 
seen trundling his supplies to work in a wheel- 
barrow or driving his own delivery truck. The 
struggle to succeed has shifted from the indi- 
vidual to the company—even to the business 
system itselfi—and even “Big Business” is in 
a vulnerable position, its security depending 
upon intangibles such as government bureauc- 
racies, public opinion, big labor unions, or the 
foreign situation. 

The businessman himself, however, is not so 
greatly altered as he might at first seem. He has 
passed through a series of evolving portraits 
in literature with a variety of disguises: a great 
American success, a shifty or cunning peddler, 
a confidence man, a representative American, 
a strong amoral titan of finance. He has been 
depicted as George Babbitt and as his oppo- 
site number. He has become a monster of the 
schools with a Marxian head, a Freudian body, 
Laskian arms and legs, and a Veblerian or 
Weberian for lovely proletarian 
virgins in annual sacrificial rites. 


appetite 


Yet there are certain constants to the por- 
trait, too. He has been steadily shown as the 
representative American type, shrewd and 
eager to get ahead, lacking in cultural and 
aesthetic appreciation, but equipped with wit, 
humor, and practical wisdom. From Franklin 
to Joe Logan he has consistently stood for the 
principle that business is not solely or even 
primarily concerned to make money, but 
rather that it is a “game” played for high 
stakes in which his satisfaction comes from 
measuring his own wit and skill against others, 
or against “society.” And, throughout Ameri- 
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can literature, the novelist has been fairly con- 
sistent in standing for the individual in his 
struggle for recognition—at first against him- 
self, then against society, and finally against 
the business organization itself. 

Even when the businessman overlooked 
the accepted laws of society the novelist has 
been hesitant to condemn him. He was most 
severely censored in the twenties and ‘thirties, 
first from the standards of Greenwich Village 
and then from an idealized Marxian socialism. 
In the proletarian novel alone, did the writer 
refuse all sympathy with the businessman as 
such, making him into a symbol instead of a 
human being. If one were to attempt to explain 


to a Rip van Winkle, hopelessly trying to see 





some resemblance between the portraits of | 
Poor Richard and Tom Rath or Charley Gray, 
he might tell him that each was striving againg 





some form of social indifference and tha | 
Franklin’s individual enterprise is not so dif. 
ferent from the efforts of the modern organi. 
zation man to realize his own potential in q 
stifling atmosphere in which everything is done 
in groups. One need not send for a Rosicry. 
cian pamphlet on ““The Mastery of Life” to see 
that Franklin’s secret power lay in his ability 
to direct the group rather than be directed " 
it. The man in the gray flannel suit has found 
this task almost too formidable to overcome. 
but the drama of his story is that, like Frank. 
lin, he is still in there hoping to find a way, 
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| RICHARD EELLS 





The Corporate Image 


in Public Relations 


The broad concept of public relations advanced in this article 


may well lead to the juxking of many current practices in 


public relations. 


Despite huge dollar outlays for corporate pub- 
lic relations, many public-relations programs 
designed to serve long-range corporate goals 
fall far short of the mark. Usually the basic 
reason is that corporate managers tend to think 
of public relations as a peripheral matter— 
rather than a major function of management. 
They do this because they fail to understand 
that the way in which a corporation relates 
itself to society is vital to its existence. 


The recognition of public relations as a 





major function of management, along with 
such well-established functions as engineering, 
| manufacturing, marketing, and finance, is 
fairly recent. As a unique kind of work, public 
relations has become specialized both as to 
personnel and as to major staff and operating 
units. In the past, unlike specialists in other 
functions, public-relations specialists often 
| have had no exclusive claim on the kind of 
| work they performed. Today their responsi- 
bilities cover specific areas which have begun 
to be defined by a special literature and special 
skill and techniques.’ 


1 . . . 
Eventually, a theory of public relations will emerge 
as a corollary of a general theorem of communication 
as a social phenomenon. An ingenious treatment of 


BROAD CON 
PUBLIC RE 


« OF 
«IONS 


The purpose o1 this article is to examine 
certain problems which the public-relations 
function poses for management and to suggest 
approaches to their resolution. Basic to this 
discussion is a broad concept of public rela- 
tions. From the viewpoint of the board and 
executive management, who must conduct the 
corporation’s affairs as more than just a profit- 
able business operation, a broad concept of 
public relationships is indispensable. The insti- 
tutional character of the concern, its long-range 
goals, its essential role in the society that nour- 
ishes it, its contributions to many different 
groups which, in turn, contribute to its wel- 
fare—all these are compelling reasons for 
thoughtful inquiry into the public-relations 
function of the twentieth-century American 
corporation. 

By public relations | mean the communica- 
tion of the corporate image to key groups, both 
inside and outside the corporation, for two 
purposes: (1) to relate the corporation to its 
social environs, and (2) to serve the corporate 
objectives. This is much more than publicity 
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through the press, radio, and television, al- 
though this is certainly a valid, if limited pur- 
pose in itself. This broad definition of public 
relations has many implications, of course; but 
two in particular have special significance for 
the subsequent discussion. 

The first is that in order to “relate the cor- 
poration to its social environs,” public-relations 
work must be reciprocal. A company should 
listen as much as it talks—perhaps more so. 
When the company limits itself to sending mes- 
sages, it is engaging in but one phase of the 


communication process. For communication 





communication is by Norbert Wiener, The Human 
Use of Human Beings (Boston: Houghton Mifflin 
Co., 1954), in his theory of messages; though without 
specific application in any detail to corporate struc- 
tures it is highly suggestive for corporate theory. 
Compare A. J. Ayer, “What Is Communication?” in 
Ayer, Haldane, et al., Studies in Communication (Lon- 
don: Martin Secker & Warburg, 1955), pp. 11-28, 
where communication is referred to as “the trans- 
ference of information” and “all deliberate uses of 
language by human beings as well as by voluntary or 
involuntary exclamations, movements, gestures, sing- 
ing, crying, laughing, dancing, insofar as they are 
informative.” But J. B. S. Haldane, “Communication 
in Biology,” in the same volume, declares that “a 
great deal of communication is still at the animal 
level” and that “its function is to evoke certain ac- 
tions in the recipients by altering their mood, and not 
to communicate information.” Sir Geoffrey Vickers, 
writing on “Communication in Economic Systems” in 
this volume, says that “in the literature of business 
management ‘Communications’ has virtually ceased to 
imply the exchange of information as such”; it “has 
become a term of art to include every form of human 
contact which may help to get cooperation within the 
organization and a good Press outside”; to him it has 
other important purposes, including the formation of 
collective decisions, rendering them acceptable and 
moving people to action. 

“See James G. Miller, “Toward a General Theory 
for the Behavioral Sciences,” in L. D. White (ed.), The 
State of the Social Sciences (Chicago: University of 
Chicago Press, 1956), pp. 29-65, on the “diffusion 
function” and “information transfer”; Colin Cherry, 
“Communication Theory’ —and Human Behavior,” in 
Ayer, Haldane, et al., note (1) above; B. L. Smith, 
H. D. Lasswell and R. D. Casey, Propaganda, Com- 
munication and Public Opinion: A Comprehensive 
Reference Guide (Princeton: Princeton Univ. Press, 
1946), with four essays on the science of mass com- 
munication; and Warren Weaver, “Recent Contribu- 
tions to the Mathematical Theory of Communication,” 
in C. E. Shannon and W. Weaver, The Mathematical 
Theory of Communication (Urbana, Illinois: Univer- 
sity of Illinois Press, 1949). 





means also that messages are received and rp. 
sponded to, and that the responses get back 





to the original sender, who adjusts further 
messages in light of these responses. Moreover, 


this listening needs to be continuous and sys. 
tematic since both the audience responses and 
the media are constantly changing as a result 
of social and technological dynamics. 
Even though a company can demonstrate q 
near-total recall of its messages through opin- 
ion surveys, it may not be getting its true meg. 
sage across. Moreover, aside from the practical 
necessity of knowing how its specific messages 
have been received, the corporation’s image of | 
itself as a social institution depends in large 
part upon two-way communication, as will be 


shown later in this paper. For the time being, 
however, suffice it to say that it is an egregious 
error on the part of management to assume 


that it is “adequate” communication to achieve 


the apparent conversion of the listener. 

The second implication is that a company’s 
public-relations program must do more than 
relate the organization to its social environs; 
it must serve the corporate objectives. In order 


to do this, management must define the corpo. 





ration’s own broad economic and _ political 
goals as concretely as possible. Thus, a broad 
concept of public relations must unfold ina 


two-step process: 


1. Identifying the real corporate goals in 
their order of priority; and 


2. Translating these goals into effective poli 
cies and programs that will communicate 
and relate the corporation to the Greater 





Society in terms of these goals. 


Without these two steps, taken sequentially 
public-relations work will inevitably continue 
to be either haphazard, or in accordance with 
preconceived personal notions of corporal | 
public-relations managers, or of external pub 
lic-relations agencies. 


There are many possible ways of stating! 
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company’s objectives.’ When well done, the ob- 
jectives will take into account all the major 
groups of people—or “publics”—with which 
acompany carries on relations, and the major 
purposes of its relationships with those publics. 

Public-relations and executive managers 
should keep in mind, however, that the pub- 
lished objectives of a company will never re- 
flect all of the goals and values of the corpora- 
tion as an institution nor of its management as 
human beings. For example, the goals of in- 
fluence and strength are never explicitly men- 
tioned objectives. These, however, are objec- 
tives of every going concern as basic as are 
wealth, well-being, skill, enlightenment, respect, 
rectitude, and affection. (This list of goals, 
incidentally, is representative of the goals that 
men hold universally, though of course with 
considerable variation in priority from person 
to person, place to place, and from one point 
of time to another.) 

For every business organization, then, a key 
purpose should be to translate corporate goals 
into realistic public-relations policies that suc- 
cessfully project the desired corporate image 
to all the company’s publics. 


DEFINING THE CORPORATE 
IMAGE 


One major problem in projecting a favor- 
able and consistent corporate image is the diffi- 
culty corporate managers themselves have in 
perceiving the corporation in terms of twenti- 
eth-century social beliefs, expectations, and 
promises. Thus the image they themselves have 
and the image they project is anything but 
clear and meaningful. Frequently the mana- 
gers’ inability to see themselves and their com- 
pany as people on the outside see them, com- 
pounds the difficulty. 

Each manager sees his corporation in terms 
of his own “operational code,” which includes 


his system of values (i.e., what he wants, what 





*See Stewart Thompson, Management Creeds and 
Philosophies (New York: American Management As- 
sociation, 1958). 
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he believes is good, and what he wants to 
achieve). More importantly for his view of the 
corporation, his code includes how he sees the 
world in which his company operates. Unfor- 
tunately, as Herbert Simon points out, “The 
limit of human understanding of complex so- 


PUBLIC RELATIONS 


cial structures leads human beings to construct 
simplified maps (i.e., theories or models) of 
the social system in which they are acting, 
and to behave as though the maps were the 
reality.” 

The complex social structure, of which one’s 
company is a part, cannot be seen or felt di- 
rectly in all of its implications; the manager 
must rely upon inherited maps, models, and 
theories. From these, the manager forms his 
own image of the corporation as a social in- 
stitution. Some of the maps, and thus the 
corporate image in the managerial mind, are 
exceedingly realistic and usable for short ex- 
cursions into the immediate corporate environ- 
ment and for specific functional tasks, such as 
marketing a product or recruiting equity capi- 
tal. For the wider-ranging journeys which 
public relations entails, the maps may be dis- 
astrously misleading. Long-term planning for 
the company and assessment of the social, po- 
litical, and economic trends of the human en- 
vironment require models different from those 
managers are likely to have at their disposal. 

For example, the notion that the “proper” 
relationship between the corporation and its 
socio-political environment is one of laissez- 
faire, as defined in classical economics, has 
long persisted. Such models have permeated 
the literature which businessmen were taught 
to respect in their college courses. Today, these 
models are probably more widely accepted 
among corporate executives than the more re- 
cent and more realistic models proposed by 
contemporary economic theorists who deal 
with changed conditions, both in public and in 
business administration. 

“Herbert A. Simon, “Comments on the Theory of 


Organizations,” American Political Science Review, 
Vol. 46, No. 4, December, 1952, p. 1135. 
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Many policy-makers have inherited and try 
to apply time-bound concepts not only of the 
nation-state and of public government, but also 
of private enterprise itself. This makes for un- 
realistic and often inconsistent perception of 
the corporation on management’s part; and, 
since the policies of management affect the 
public’s image of the corporation, it is not 
surprising to find that the corporate image 
held by the corporation’s key publics may also 
be confused. Their image of business is con- 
fused because it mirrors inconsistencies in the 
minds and behavior of the men who manage 
the business enterprise. 

For example, the attitude “no other world 
but our company” may lead to company poli- 
cies opposed to national policies of tariff abate- 
ment, even though such national policies may 
make for firmer alliances with countries ori- 
ented toward the West and nations still uncom- 
mitted in the world struggle. In the same vein 
of internal inconsistencies, there are those who 
claim that the sole and exclusive purpose of 
the corporation is economic, so that manage- 
ment is apparently obliged to maximize profits 
to the exclusion of all other considerations. 
Some managers, however, who take this posi- 
tion with great zeal will exhibit equal zeal in 
undertaking defense contracts that yield little 
or no profit to the company on the ground that 
such is the duty of a good corporate citizen. 
These apparent inconsistencies can be resolved, 
but not without a philosophy of business on 
which to formulate a realistic theory of public 
relations. 

This emphasis on the necessity for manage- 
ment to be aware of its social role and of the 
publics’ view of that role should not be con- 
strued to mean that all companies are duty- 
bound to identify with larger spheres of 
interest—community-wide, national, or inter- 
national. On the contrary, in a system such as 
ours, in which diversity is regarded as a neces- 
sary condition of a free society, a business 


corporation, no matter how large, cannot per- 





mit its image to become frayed at the edges 
and fused with the image of society as a whole. 

The business corporation must maintain aq 
distinct individuality, a high degree of integ. 
rity, and great flexibility in order to withstand 
the constant pressures on its growth which, if 
unrelieved, so frequently and so easily lead to 
state intervention and finally, state control, 
Accurate knowledge and realism in evaluating 
the goals, aspirations, needs, and activities of 
others outside the corporate “island” are con. 
sistent with a forthright stand in favor of cor. 
porate self-interest and indeed are essential to 
management’s realistic perception of the cor. 
porate image. Diffuse and equivocal policy. 
making arises in part from lack of such knowl. 
edge. 

If management is to project an image that is 
unique, timely, internally consistent, and mean. 
ingful to the publics at which it is directed, 
it must itself have such an image. 

In short, management’s own image of the 
corporation must rest ultimately on an accu- 
rate and penetrating analysis of the corporate 
environment. Thus the two-way communica- 
tion mentioned earlier is important not only 
for testing the effectiveness of specific public- 
relations programs, but also for formulating 


the basic corporate image which guides policy, 


PUBLICS SHAPE THE 
CORPORATE ENVIRONMENT 


The large corporation has many publics with 
which communication must be maintained. To 
identify these publics and determine their 
characteristics is important to management for 
two reasons: (1) the publics shape the corpo- 
ration’s attitudes and dynamics which should 
affect management’s own image of the corpo- 
ration; and (2) in order to project this image 
effectively, once management has defined it, 
corporations must know the predilections of 
the groups with which they maintain relations. 
Selecting the publics is an important element 


of public-relations policy. Too narrow a view 
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of corporate interests in the complex environ- 


ment may impair the effectiveness of public- . 


| relations programs by unduly limiting the pub- 


lcs. Yet, some lines must be drawn. Occasion- 
ally there may be a tendency to exclude certain 
publics for budgetary reasons with the plaus- 
ible argument that those excluded are too 
remote from the affairs of business. Or there 
may be confusion as to the meaningful cate- 
gories of publics for public relations as dis- 
tinguished from other kinds of functional work 
within the organization as a whole. 

There are three possible approaches which 
management can take in trying to pinpoint its 
publics. The first would be to identify and sep- 
arate internal and external publics or groups. 
The second would be to identify the publics or 
sroups by the roles individuals play in their 
life situations. The third would be to identify 
the publics or groups by their direct or indirect 
contributions to the corporation and _ their 
claims upon it. 

If we classify publics by the first method 
(internal and external groups), certain difh- 
culties arise. In our classification scheme we 
would include such typical groups as employ- 
ees, unions, management, customers, share 
owners, suppliers, competitors, distributors, 
dealers, and so on—groupings that obviously 
bear directly on the nature of the enterprise. 
Obviously, the membership of some of these 
groups overlap. For example, employees are 
members of the internal company “team,” but 
they are also members of an external organi- 
zation that bargains collectively with manage- 
ment. As the latter, they may sometimes be 
identified in the minds of some managers with 
an adversary interest, but, as employees, elab- 
orate efforts are made to identify them with 
“the company.” Does their union constitute 
a public for the purpose of public-relations 
work? And how is this kind of work to be 
integrated with “union relations”? 

Special problems with wide social implica- 


tions and with very immediate implications 
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for public-relations programs arise when em- 
ployees are regarded as a part of the formal 
organization of the company. It has been 
argued that the company’s demands upon 
them, as a part of the formal organization, may 
be quite out of line with their needs as well- 
integrated and healthy persons, as individuals. 
The formal organization itself, as well as di- 
rective leadership by management (as distin- 
guished from “democratic leadership”), tight 
management controls, and “human-relations” 
programs are said to be devices that managers 
use to heighten the employees’ feeling that they 
are part of the “team” in order to increase 
their productivity. 


PUBLIC RELATIONS 


In its relations with unions, on the other 
hand, management hardly seeks identity of 
interests, at least not in the same sense. It will 
seek a common ground for determining poli- 
cies as to wage structures, working conditions, 
benefits, and the like; but it will resist attempts 
on the part of a union to encroach upon “man- 
agement prerogatives” and thus to identify 
itself with the company as an institution. 

To some extent, the second approach (iden- 
tifying publics by listing roles that people 
play), is an improvement on simply separating 
internal and external publics. An inventory of 
publics by this method would include people 
in their roles as: members of the national com- 
munity; citizens, voters, and constituents; cus- 
tomers, share owners, employees, and sup- 
pliers; members of the press; members of 
educational groups; leaders and members of 
religious groups; members of governmental 
agencies; members of industry and trade or- 
ganizations; members of service organizations; 
members of professional and scientific socie- 
ties; members of fraternal, cultural, and ethnic 
associations. 

This listing makes the assumption that a 
company may have a relationship with the 
same individual in various ways, through the 
various roles he plays in his life situations. 


°See Chris Argyris, Personality and Organization 


(New York: Harper, 1957), p. 233. 
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Every person plays many roles and each of 
these roles carries with it definite attitudes, 
beliefs, customs, codes, manners, aspirations. 
In order to communicate successfully with its 
publics by reaching people in their various 
roles, a company must acquire a working 
knowledge of the characteristics of these roles. 
To be able “to listen” to people, as well as 
“to speak” to them through media, a corpora- 
tion must direct its antennae in a number of 
directions. Role listing provides a clue to these 
directions. 

The third approach identifies the publics in 
terms of their contributions to and claims on 
the enterprise. Many directly or indirectly con- 
tribute their effort, time and substance to the 
establishment and growth of the corporation. 
For this reason, many lay claim to the fruits 
of its productivity. 

Four general categories of direct contributor- 
claimants can be identified, and these are al- 
most universally recognized as such in current 
thought about the modern business corpora- 
tion. They consist of the corporation’s security 
holders, its customers, its employees, and its 
suppliers. Each of these groups expects the 
corporation to meet specific kinds of responsi- 
bilities and each, in turn, owes specific duties. 

Four indirect claimant groups can be identi- 
fied: competitors in the business community; 
local communities; the general public; and 
governments (local, state, and federal). 

This third approach to defining publics has 
great merit because it is the only one which 
permits management to identify and evaluate 
specific contributions and claims made by the 
various groups. By such identification and 
evaluation, management can sharpen its per- 
ception of its responsibilities to these various 
publics. Once corporate social responsibility 
has been established, it becomes integral to the 
goals of the corporation, thus taking on more 
tangible meaning for those who must portray 
the corporate image in terms of corporate 


goals. 





In practice, an eclectic approach—taking the 
best from all three approaches to fit existing 
company organization—would probably be the 
most effective way for companies generally to 
identify their various publics and thus to 
modify and supplement the “social maps” 
which in such large measure affect manage. 
ment’s own images of their companies. 


COORDINATION OF 
“COMMUNICATING-ACTIVITIES” 


Another important aspect of relating the 
corporation to its social environment is that 
relationships with key publics are maintained 
in countless ways other than through publicity 
releases from the public-relations department. 
Thus, if the corporate image in the public eye 
is not to be confused and contradictory all 
those activities which establish relationships 
with any group must be coordinated. So ex. 
tensive and complex are the relationships of a 
corporation with publics that a more nearly 
accurate term (if we exclude relationships with 
groups of people within the corporation) 
would be “external relations’—one variation 
of the term that nation-states use to distinguish 
problems of foreign policy from those of 
domestic policy. Why would it not be wise for 
the large corporation to have a “Department 
of External Affairs” which would be responsi- 
ble for all activities establishing relationships 
with the outside? 

The idea is tempting. But it overlooks the 
hard fact that external relations are infinitely 
varied, complex, and comprehensive. They in- 
volve marketing, supply, legal relations, finan- 
cial relations, and a host of others. To merge 
all of these functional kinds of external rela- 
tions into a single organizational unit is mani- 
festly impossible. Nation-states are not able to 
do it, as witness the corps of attachés in foreign 
embassies—each of the attachés being respon- 
sible not to the foreign office but to some other 
department of the home government. One 
might add that, in this age of pressure toward 
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people-to-people contacts across international 
frontiers, the attempt by governments to funnel 
all such contacts through state departments and 
foreign offices becomes increasingly impracti- 
cable. 

Foreign policy, the cynics say, is the art of 
influencing other nations to your own nation’s 
ends. Corporation public-relations policy, by 
analogy, could be said to be the art of influ- 
encing external groups of interests to corporate 
ends. 

Neither the policies of states nor those of 
corporations may be so cynical as ail this, 
but the instruments of policy remain the 
same and they do exhibit striking similarities. 
The instruments of foreign policy include arms, 
economic measures, diplomacy (negotiation 
and agreement), and communication through 
mass media and other channels (government- 
to-people). The instruments of corporation pol- 
icy—in its external relations with various 
groups in the environment—include legal 
measures, economic measures, negotiation and 
agreement, and communication through mass 
media and other channels (corporation-to-peo- 
ple). The application of all these instruments 
contributes to the corporate image held by the 
world outside, 

To get an overview of the entire range of 
external relations of the corporation (on which 
there is practically no literature today) would 
require a systematic survey of all the ways in 
which particular companies use all these in- 
struments. Such a survey would undoubtedly 
show that some companies make inadequate 
use of some of these instruments and that few 
indeed coordinate their application with single- 
ness of purpose. This coordination is a top- 
management responsibility and can be called 
the “relations” function in its broadest sense. 

But the question arises whether top manage- 
ment is properly equipped to undertake this 
coordination. Usually it is not, for top manage- 
ment often lacks the information necessary for 


it to adjust its own corporate image to the 
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needs and wants of its social environment and 
to see the cause-and-effect relationships between 
that environment and the instruments of policy. 
It is not sufficient to insist, as is often done, 
that the necessary staff exists, but is distributed 
among various departments and committees. 
It is undoubtedly true that every specialized 
department has its own antennae out to the 
pertinent environmental forces that affect its 
particular kind of work. What is often lacking, 
however, is a synthesis. Even in the larger cor- 
poration there is no systematic effort made to 
synthesize public-relations “intelligence” with 
all corporate activities. Such a synthesis would 
present a unified picture to executive manage- 
ment of the changing role of the company as 
seen from the outside. After the synthesis, the 
next step would be a follow-up to determine 
whether the appropriate policy decisions had 
been made throughout the company. Instead, 
there is usually a mass of unrelated reports 
on external relations of all sorts that are circu- 
lated to many desks at various times. The mass 
of reports is never processed as a whole or 
acted upon as a whole, nor indeed is it ever 
intended to be acted upon as a whole. 

This problem is not peculiar to the corpora- 
tion. The intelligence operations of govern- 
ments also appear to fail notoriously in the 
critical act of integrating the necessary infor- 
mation needed by policy-makers at top-execu- 
tive and legislative levels. Continuous failure 
to solve this problem for any nation could mean 
a national disaster. Failure to solve *t in the 
corporation could have a direct bearing upon 
its survival as an institution. 

Where, then, do the public-relations special- 
ists fit into this broad concept of public rela- 
tions? Public-relations specialists should prop- 
erly be the specialists on communication as a 
potent instrument in all aspects of corporate 
policy, and not just specialists in the use of 
mass media. As specialists, their task should 
be both to counsel executive management in 
the work of coordinating all the relationships 
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which the corporation has with various publics 
and to advise company specialists (in market- 
ing, finance, legal work, manufacturing, etc.) 
on adjusting to the corporate environment in 
the interest of advancing such types of work. 
In order to accomplish these tasks, public- 
relations specialists should be knowledgeable 


In: 


© The identity and characteristics of all the 
key publics toward which company mes- 
sages are to be directed and from which 
messages are to be received. 


® The content and purpose of these mes- 
sages, with special attention to the things 
that should be said and done in public 
view by persons and components acting on 
behalf of the company. 

® The corporate image, not only as it ap- 
pears in the minds of the key publics 
toward which company messages are di- 
rected and from which messages are re- 
ceived, but also as it operates upon the 
minds of company personnel in their de- 
cision making in all kinds of external re- 


lations. 


® The most effective media or channels to be 
used for communicating with the key pub- 
lics, not excluding the possible effect of 
unintended messages sent out from the 
company in the form of activities that are 
not usually considered to be public-rela- 


tions work. 


® The effects of outwardly directed messages 
upon these key publics, measured not only 
in terms of their verbal responses, their 
opinions and attitudes, but also their ac- 
tions with respect to matters of concern to 
all decision makers in every kind of func- 


tional work throughout the company.” 


° The literature of this field is growing rapidly, as 
indicated in the bibliographical works: Bruce Lannes 
Smith, Harold D. Lasswell and Ralph D. Casey (eds.), 
Propaganda, Communication and Public Opinion 
(Princeton: Princeton University Press, 1946) and 
Bruce Lannes Smith and Chitra Smith, /nternational 
Communication and Political Opinion: A Guide to 





Since some decisions in public relations ob. 
viously deal with highly technical matters 
(e.g., choice of media, content analysis, etc.) 
there is always danger that public relations, 
for this reason, will be regarded as peripheral 
to the central issues of business policy. This is 
far from the truth. The choice of key publics, 
for instance, may profoundly affect the growth 
and even the survival of the corporation. To 
cite a single illustration: to exclude govern. 
ment officials from a list of key publics could 
be a vital error, especially in an age of mount- 
ing governmental regulation of business at 
every level of public government. 

Because the “‘fit” of the corporation into the 
prevailing social norms depends upon man. 
agerial decisions in all functional fields and not 
just upon the activities of the public-relations 
department, a corollary function of public. 
relations departments, then, would be to keep 
a watchful eye upon relationships of the entire 
organization with the public. The specialists 
would alert the entire organization to public- 
sensed deviations from standards of perform- 
ance set by general company objectives. Feed- 
back of opinion polling may be highly useful 
in developing a new set of premises for future 
policy decisions in various functional areas. 
It may be used also, of course, for policy-mak- 
ing in public-relations work with respect to 


‘ 


informational output, or “selling” the com- 


pany. 

Some may object that this is too compre- 
hensive a function to require of the public-re- 
lations specialist. Perhaps this is asking too 
much because of the way public-relations work 


is sometimes organized and staffed, and, espe- 


the Literature (Princeton: Princeton University Press, 
1956). A concise diagrammatic statement of the ele- 
ments in the communication process by W. Phillips 
Davison and Alexander L. George is available in “An 
Outline for the Study of International Political Com- 
munication,” in Wilbur Schramm (ed.), The Process 
and Effects of Mass Communication (Urbana: Uni- 
versity of Illinois Press, 1954), pp. 433-443, applying 
the general principles expounded by Schramm in his 
article on “How Communication Works” in the same 
volume, pp. 3-26. 
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cially, in view of the relatively subordinate 
role the public-relations specialist plays in the 
operations of many firms, But the answer is 
simple. The function is of vital importance to 
the large corporation. If one prefers to attach 
the public-relations label only to those who 
perform the more modest role of proclaiming 
the virtues of the company, then another name 
must be found for this broader function. 


To summarize briefly, then, in order to com- 
municate a meaningful image of the corpora- 
tion to its key publics, somewhere in the organi- 
zation someone must perform the broad “in- 
telligence” function of sensing the social cli- 


mate in which the corporation operates. This 
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is necessary both to management’s defining a 
realistic corporate image and to the effective 
communication of that image. The success of 
the projection of that image depends also on 
how well management is able to coordinate 
company activities that produce an image in 
the public eye as a by-product with the specific 
public-relations function which has as _ its 


PUBLIC RELATIONS 


major goal the projection of the corporate 
image. 

Once executive management appreciates this 
broader view of public relations as an aspect of 
communication and as an instrument of cor- 
porate policy, many of the current public- 
relations practices and programs of corpora- 
tions may well be headed for the junk-pile. 





NOTICE: 


Proceedings of the Conference of Marketing Teachers from the Far Western States 
held in Berkeley during September, 1958, are now available to interested persons. 
Copies may be obtained without charge from Professor Delbert J. Duncan, 322 


Wheeler Hall, Berkeley 4, California. 











THEODORE A. ANDERSEN 
H. IGOR ANSOFF 
FRANK NORTON 
J. FRED WESTON 


Planning for Diversification 


Through Merger 


Most managers feel pressures for product diversification. Here 


is a practical method for developing diversification policies, 


The highly dynamic nature of the U. S. econ- 
omy produces continuous changes in the num- 
ber and kinds of products competing with each 
other in given markets. In this environment the 
successful growth of most manufacturing firms 
depends upon their ability to expand and re- 
align their products and markets in response 
to challenges and opportunities presented by 
economic changes. Such firms must give 
almost continuous consideration to their own 
product diversification. 

The major purpose of this article is to de- 
scribe a method for developing specific guide- 
lines for planning diversification through 
merger. This is in contrast to much of the past 
writing on diversification, which has dealt 
largely either with the effects of diversification 
and mergers on competition or how given firms 
solved their particular diversification prob- 
lems. 

In order to limit the analysis to manageable 
proportions, this paper will discuss diversifica- 
tion planning only by manufacturing firms. 


The term “diversification” in this article means 


entry into new product lines involving design 
and production technologies and, usually, 
types of markets that are new to the diversify. 
ing company. This definition excludes diversi- 
fication through market and/or product de. 
velopment activities already common among 
manufacturing firms. We are concerned solely 
with diversification through merger rather 
than through product development within the 
firm. Merger is often the preferred method of 
diversification because it provides quick entry 
and because it can supply what the diversify- 
ing firm may lack in the industry which it in- 
tends to enter. 


THE DECISION TO DIVERSIFY 


The essential motivations for diversification 
are (a) to obtain better use of resources and 
(b) to increase capability for adapting to a 
rapidly changing and increasingly competitive 
environment. Some circumstances in which the 
motivations for diversification are strong are 
cited below: 

1. As Chart 1 indicates, demand for new 
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products is highest after the initial period of 
experimentation and development. But after a 
time, the market, for durable products par- 
ticularly, approaches saturation and the rate 
of growth depends on replacement demand. 
Firms dependent on the demand for such 


products then face a slow rate of growth unless 


new product alternatives are developed. The 
growth curve shown in Chart 1 is typical for 
many industries. 

2. The growth curve shown in Chart 1 is also 
influenced by the fact that many product lines 
face considerable competition from substitutes. 
American business is spending some $9 billion 
annually on research and development, much 
of which leads to new and improved products. 
These heavy research and development ex- 
penditures are likely to continue and result in 
major technological break throughs which may 
obsolete entire industries. A large proportion 
of present-day products may, therefore, soon 
become obsolete. Similarly, the development 
of substitute products may result in a slacken- 
ing of the growth curve. 

In the past the rate of product innovation 
has tended to accelerate and, with a rising 
proportion of economic resources being de- 


voted to innovation, this history should repeat 
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itself. Each manufacturing firm has to recog- 
nize both present and potential competition 
from products which may serve as substitutes 
for its own, substitutes which may be based 
on entirely new technologies. Competition of 
this kind cannot often be met merely through 
further product development; entirely new 
market opportunities may have to be sought 
through diversification into entirely different 
technological areas. 

3. Relatively great instability of demand can 
prevent many firms from using their resources 
efficiently. Firms manufacturing durable capi- 
tal goods, which fluctuate widely in demand, 
may suffer from this, as may firms producing 
for one customer who varies his purchases 
among several or more possible suppliers, as 
in the defense industry. In either case, diversi- 
fication would reduce the instability of revenue. 

4. Another way in which diversification can 
lead to better use of resources is through 
greater and more stable utilization of staff per- 
sonnel. In many cases the firm can take on new 
product lines without significantly increasing 
the size either of the corporate management 
staff or such groups of specialists as the finance 
staff, marketing analysts, engineering and re- 
search staff, and industrial relations staff. 
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When these administrative groups account for 
a significant proportion of total cost, appreci- 
able economies may be possible if these groups 
help manage a number of product lines rather 
than only one. In this set-up, when the market 
for one product line declines, these staff groups 
can devote more of their resources to the 
stronger lines. 
« e > 

In securing better use of resources, a firm 
may assume either a defensive or an aggresive 
posture. The defensive posture consists of de- 
ferring diversification until sales growth be- 
gins to level off and decline and/or other in- 
dustries move in on the firm’s present markets. 
In contrast, a firm taking an aggressive posture 
anticipates either the coming weakness in sales 
or the technological obsolescence of products 
and diversifies accordingly. An aggressive 
stance may include also initiating a search for 
more stable markets and increased utilization 
of staff personnel before the firm’s competitive 
position becomes weak. 

A firm with an aggressive policy continu- 
ously seeks to heighten its adaptability to a 
changing environment by broadening its tech- 
nological base into technologies which promise 


relatively rapid and important breakthroughs 
into new products and processes. It may also 
try to broaden its marketing competence to 
permit entry into markets and through chan. 
nels quite dissimilar to those with which the 
firm is already experienced. It may seek all this 
diversification even when the future of its tra. 
ditional product line may look good. 

Studies of the growth rate of diversified in. 
dustrial firms show a correlation between sub. 
stantial diversification and better than average 
sales growth. Chart 2 shows that for the 38 
largest U. S. industrial firms, the annual 
growth rate of sales was 9.1 per cent during 
the 1928-56 period. The rate of sales growth 
for all industrial firms in this period was be- 
tween 5 per cent and 6 per cent. Further analy. 
sis of the 38 firms showed that almost all were 
diversified into 6 or more industries. 

Chart 3 shows that of the 1,000 largest manu- 
facturing companies, the 15 biggest firms were 
heavily diversified, the middle 100 firms (in 
terms of size) were for the most part moder. 
ately diversified and the 500 smallest firms 
showed little diversification. 

Diversification typically leads to basic 
changes in the nature of a firm’s management 


CHART 2 


GROWTH RATES OF 38 LARGEST 
U.S. INDUSTRIAL COMPANIES (1928-56) 
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problems. The firm may move into product 
areas where the research, design, and produc- 
tion technologies may be quite new, and where 
the marketing, financial, and economic prob- 
lems involved may differ significantly. Diversi- 
fication, therefore, often brings on substantial 
extra costs and financial risks; and for that 
reason, it should not be undertaken unless the 
firm has carefully analyzed the motives for 
diversification and proceeds only after it has 
carefully reviewed diversification opportuni- 
ties. 

Diversification is no substitute for exploit- 
ing opportunities in present product areas; it 
is, rather, both supplementary and comple- 
mentary. Nevertheless, each firm should study 
continuously the prospective demand for its 
present resources. Diversification may be 
viewed as a condition the firm is always seek- 
ing to improve, even when present prospects 
are favorable. 


SCREENING PROSPECTS 


Firms seeking diversification are confronted 
by the fact that there are some four million 
firms in the U. S. to be screened, if one is not 
to overlook any suitable merger prospects. 


The screening process should give full recogni- 

























































DIVERSIFICATION THROUGH MERGER 27 


tion to the motives for diversification indicated 
above. The remainder of this report will de- 
scribe how screening procedures might be de- 
veloped and applied. 

To locate the best prospects for diversifica- 
tion, a company should take the following 
steps: 

1. Define the objectives of the merger to re- 
flect full consideration of (a) how a more 
efficient utilization of resources is to be 
accomplished and (b) how greater adapta- 
bility to a changing environment may be 
achieved. 

2. Determine whether a merger prospect 
whose operations can be integrated with 
those of the diversifying firm is sought or 
whether a holding company type of opera- 
tion is the goal. 

3. Review the diversifying firm’s strengths 
and weaknesses to define its contribution 
to and benefit from the merger. 

4. Develop criteria for determining which 
industries or areas of the economy con- 
tain the most advantageous merger pros- 
pects. 

5. Apply criteria and develop over-all evalu- 
ations of the relative attractiveness of the 
industries under consideration. 





CHART 3 
9 DIVERSIFICATION & COMPANY SIZE 
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6. Estimate amount of financial resources 
available for diversification. 

7. Develop strategies for choosing among 
the industries which achieved relatively 
high ratings on the selected criteria. 


OBJECTIVES AND PHILOSOPHY 
OF DIVERSIFICATION 


As indicated above, a first step in the search 
for merger prospects is to spell out as spe- 
cifically as possible what is supposed to be 
achieved through merger. In the preceding dis- 
cussion it was mentioned that the general goals 
of diversification were the better use of present 
resources and greater adaptability to a chang- 
ing economic environment. Below are a few 
examples of how these general goals can be 
accomplished by meeting certain more specific 
objectives: 

(1) A firm which finds that it is facing poor 
growth prospects should put emphasis on enter- 
ing a fast growth area, (2) a firm with highly 
unstable sales might seek to merge with one 
having more stable revenue, and (3) a firm 
with a narrow technological base might merge 
with a firm that has research and development 
competence in one or more different technol- 
ogies that have relatively great promise. (4) A 
firm with very limited marketing organization, 
experience, and competence should aim for 
merger with a firm particularly strong in these 
respects. 

From the foregoing, it can be seen that the 
selection of specific diversification objectives 
depends upon first examining the firm’s present 
market prospects and the degree of its capa- 
bility for adapting to a changing environment. 

If the diversifying firm has a strong motive 
for making better use of its present resources, 
it will be more interested in acquiring a firm 
that has similar managerial and resource re- 
quirements. In addition, if the management of 
the diversifying firm prefers some integration 
of engineering, research and product develop- 


ment, manufacturing, sales, and finance opera- 


tions, then it will limit its consideration to 
merger prospects having relatively similar 
management problems. It may also be hoped 
that as a result of such a merger some product 
development may be accomplished that neither 
firm could have achieved by itself. 

The remainder of this article will be devoted 
to considering diversification through merger 
only in those cases where mutual assistance in 
the performance of management functions js 
expected to result. (This approach necessitates 
a more extensive analysis of merger prospects 
than a “holding-company” kind of merger 
would require. ) 


COMPANY CAPABILITIES AND 
LIMITATIONS 


In developing a diversification program 
which provides for the greatest mutual ex. 
change of management and technological as. 
sistance, a company must of course identify 
its own particular capabilities and limitations, 
Some examples of management areas where 
capabilities need to be assessed are listed be- 
low: 

1. Research and design capabilities in given 

technologies. 


2. Ability to produce highly complex prod- 
ucts which may undergo almost continu. 
ous changes in design. 


3. Capability to achieve very low cost pro- 
duction by low tolerances, long produc- 


tion runs, and product simplicity. 


4. Ability to market where there are many 
customers, numerous levels of distribution 
(e.g., manufacturer, broker, wholesaler, 
retailer), and much competition from sub- 
stitute products. 


5. Ability to raise funds through sale of se- 


curities at low cost. 


6. 


- 


cost and financial controls. 


Obvious merger advantages are likely to re 


sult if each firm can make significant contribu: 
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weight them according to its own objectives 
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tions to the other because of one firm’s par- 








ticular skills, experience, and market contacts, 
and the other’s limitations in any of these 
areas. Mergers that balance strengths against 
weaknesses and permit some integration of the 
technological competence of each firm are 
more likely to succeed. 


SELECTING INDUSTRIES WITH 
BEST MERGER PROSPECTS 


Once the objectives and strengths and weak- 
nesses have been defined, a good point of de- 
parture for uncovering the better merger pros- 
pects is to determine which areas of the econ- 
omy have the most attractive characteristics for 
the firm seeking diversification. It is of course 
much simpler to study the differing character- 
istics of the major a’eas and industries in the 
U. S. economy than those of each of the 
roughly 4 million indiv.dual firms. After one 
area or several industries have been selected 
as the more attractive, the firms within these 
groups can be considered specifically. 

We have isolated the factors listed and dis- 
cussed below as the most significant indicators 
of the comparative attractiveness of various 
industries for diversification. From these fac- 


tors, each firm can develop its own criteria and 


and strengths and weaknesses, 


GENERAL ECONOMIC ENVIRONMENT 


A. Expected growth rate of industry sales. 
This factor is of great importance and hence 
is worthy of very careful analysis. It is evalu- 
ated in terms of the probable average annual 
rate of growth of sales over the next ten years. 
Chart 4 shows the variance among the expected 
growth rates of selected areas of the economy. 


B. Expected growth rate of industry profits. 
Another obviously important indicator of the 
desirability of an industry for diversification, 
this too is measured in terms of the probable 
average annual rate of profit growth over the 
next ten years. 


C. Price stability. Industries in which there 
are periodic and serious price wars are, for 
that reason, relatively less attractive for di- 
versification. 


D. Tendency toward excess productive ca- 
pacity. Because continuous substantial excess 
capacity normally leads to lower profit mar- 
gins, an industry tendency to expand capacity 
faster than markets should be considered a 
negative factor for diversification. 


CHART 4 
SALES GROWTH TRENDS FOR SELECTED INDUSTRIES 
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E. Ease of entry by new firms into the in- 
dustry. If there are few serious barriers to 
entry into the industry, such as high financial 
requirements or advanced research, produc- 
tion, or marketing competence, then the in- 
dustry is vulnerable to many new entries, ex- 
cessive price competition, and the development 


of excess productive capacity. 


SALES STABILITY 


A. Stability of sales over the business cycle. 
If industry sales tend to drop much more 
sharply than Gross National Product during 
general business decline, then the industry is 
that much less desirable for diversification. 

B. Dependence on single customer. Indus- 
tries that sell primarily to the Department of 
Defense, for example, may be subject to sub- 
stantial fluctuations in sales because of the un- 
certainty of international tensions and do- 
mestic politics, as well as because of the rapid 
obsolescence rate of many military products. 
(Of course, firms with no military business 
may want to develop some production and 
marketing capabilities for military goods.) 


BREADTH OF COMBINED 
PRODUCT MARKET BASE 


A. Entry into fertile technological areas. 
Does the industry promise rapid technological 
advances that will lead to significantly new and 
improved products or processes? In general, 
industries based on complex technologies and 
devoting relatively large amounts of capital to 
product research are most likely to have fer- 
tile technologies. 

B. Achievement of substantially broadened 
marketing competence. Will entry into the in- 
dustry result in a substantial broadening of the 
firm’s marketing capabilities? Does the indus- 
try use marketing channels and methods which 
are new to the diversifying company? Does the 
industry have customers who might represent 
important marketing opportunities in the fu- 
ture? 





OPERATIONAL COMPATIBILITY 


A. Related technology. Although a broaden. 
ing of technological base may be sought 
through diversification it is not desirable to 
move into entirely foreign technological areas, 
Thus an airframe manufacturer would be more 
interested in an entry into electronics than 
chemicals because he has had more experience 
with electronics than chemistry. Each, how. 
ever, could contribute to the broadening of the 
airframe company’s technological base. 

B. Related marketing skills. Similar to A 
above; an automotive parts manufacturer, 
other things being equal, would be more at. 
tracted to the machinery industry than to the 
soap industry, because the marketing prob. 
lems of a machinery producer would be more 
like those he’s used to thai. would be those of 
a soap firm. This greater similarity would per. 
mit relatively efficient control by the automo. 
tive producer over the marketing policies and 
would at the same time broaden his marketing 
competence. 


INCREASE IN ACQUIRED COMPANY’S 
PRODUCT MARKET STRENGTH 


A. Technological contribution by diversify: 
ing firm to acquired firm. Prospects for a suc- 
cessful merger can be enhanced if the tech- 
nological competence of the diversifying firm 
is likely to prove helpful to the acquired firm. 

B. Potential usefulness of the diversifying 
firm’s marketing competence to the acquired 
firm. It is desirable that the marketing cape 
bilities of the diversifying firm have potential 
value for the acquired firm. 


POTENTIAL FOR JOINT 
PRODUCT DEVELOPMENT 


If there are excellent prospects for a specific | 
product development that probably could be , 


achieved only through entry into the industry, 
and through the combined skills of the two 
firms, then the industry should be favorably 
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regarded. This is sometimes referred to as the 
“synergistic” or “one-equals-three” effect. 


AVAILABILITY OF GOOD PROSPECTS 


An examination of the size of the firms in 
the industry may reveal that almost all are 
either too large or too small to be of interest 
to the diversifying firm. If so, the industry is 
correspondingly less attractive in which to seek 
diversification. 


APPLYING CRITERIA 


Each of the foregoing factors, which de- 
termine the attractiveness of various indus- 
tries, suggests a criterion for a relatively pre- 
cise comparison of industries. The weight given 
to each of these factors would not be the same 
for all firms; rather, each firm would, accord- 
ing to its own motives, develop its own tests to 
be met, and determine its own priority of con- 
siderations. The intent here is to illustrate a 


method for evaluating major areas of the econ- 
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omy or industry by isolating characteristics 
which may be important to the firm seeking 
merger. Although such evaluations may be of 
necessarily limited accuracy and should be 
viewed as such, nevertheless they help to make 
some broad conclusions about the relative at- 
tractiveness of different industries for pros- 
pective mergers. 

Often there are some inherent contradictions 
among objectives, contradictions that are 
readily felt when the time comes for assigning 
relative weights or priority to criteria; these 
need to be recognized and somehow minimized. 
For example, the desire to broaden the techno- 
logical base of the diversifying firm may con- 
flict with the wish to look for possibilities of 
joint product development. In the final strategy 
for selecting areas for diversification these con- 
flicting objectives need to be reconciled as 
much as possible. 

The list of industries being examined in 
terms of these criteria should be based on a 











TABLE 1 
INDUSTRIES REPRESENTING POTENTIAL SOURCES OF MERGER PROSPECTS 
Agricultural Machinery Glass Oil Drilling Equipment 
Air Conditioning and Heat Glass Chemistry Opticals 
Pumps Home Furnishings Paint 
Atomic Energy Industrial Fabrics and Paper 


Auto Parts 


Autos 
Baking and Milling 
Banks 
Building Materials 
Buses 


Candy and Soft Drinks 
Ceramics 

Chemicals 

Clocks and Watches 
Coal Mining 
Communication Equipment 
Components 

Computers 

Dairies 

Electric Equipment 
Electronic Controls 
Electronic Instruments 
Elevators 

Finance Companies 
Food Products 


Fibers 
Industrial Gases 
Industrial Machine and 
Equipment 
Industrial Solvents 
Insurance 
Investment Companies 
Leather and Shoes 
Liquor 
Lumber 
Machine Tools 
Materials Handling 
Equipment 
Meat Packing 
Metallurgy 
Metal Mining 
Metal Products 
Motion Pictures 
Newspapers 
Office Machines 
Oils 


Petro-Chemicals 
Plastics Fabrication 
Pleasure Boats 
Plywood 

Publishing 

Railroad Equipment 
Retail Trade 

Road Building Machines 
Rubber Fabrication 
Shipbuilding 

Soap 

Specialty Steels 

Steel 

Sugar 

Textiles and Apparel 
Tile and Clay Products 
Tobacco 

Trucks and Trailers 
TV Transmission 
Utilities 
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classification which will permit the ready 
gathering of data on past growth rates, pros- 
pective market trends, stability of sales, etc. 
Table 1 presents such a list. It should be 
pointed out that more meaningful analysis is 
sometimes possible by subdividing industries 
in which there are segments having certain 
economic and technological characteristics 
that are either significantly different from the 
rest of the industry or of special relevance to 
the objectives of the diversifying firm. For ex- 
ample, on the list in Table 1 the oil industry 
was subdivided into petro-chemicals and all 
other products; glass was subdivided into ce- 
ramics, opticals, and all other glass products. 

The firm seeking diversification may require 
that an industry meet certain minimum stand- 
ards and eliminate all those which do not meet 
these standards before doing an extensive 
analysis. Such a procedure simplifies the task 
and saves much time. It is time saving, for 
example, to eliminate from consideration all 
industries which do not (a) have a prospec- 
tive annual sales growth rate of at least 4 per 
cent and (b) engage in manufacturing ac- 
tivities which are based on a relatively com- 
plex technology with the promise of a high 
rate of innovation. In industries with the latter 
characteristic research and engineering ex- 
pense is a relatively large percentage of total 
cost. 


RATING INDUSTRIES 


Once the final determination has been made 
as to which industries to study in detail and 
the studies made, then each should be rated 
numerically according to criteria established 
for each of the factors analyzed. A point scale 
ranging from one to ten is suggested for easy 
measurement of each criterion. Table 2 illus- 
trates how each industry may be scored on the 
criterion of probable market growth. 

Many of the criteria by which industries 
may be rated do not, of course, lend themselves 


so readily to quantitative measurement. For 
y q 


TABLE 2 








Expected Average 
Annual Rate 
of Growth 


Points to be 
Assigned 
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example, the similarity between the technology 
of the diversifying company and the industries 
under consideration cannot be measured quan- 
titatively. Here the assigned ratings will be 
largely a result of the combined judgment of 
specialists rather than statistical analysis. The 
industries with technologies most similar to 
the diversifying company will receive point as- 
signments of eight, nine, or ten while those 
with relatively less similar technologies will re- 
ceive proportionately lower ratings. 

When some criteria are more important to 
a given firm than others the criteria should 
be weighted differently by making the system 
of point assignment reflect relative importance. 

Table 3 illustrates some ratings that a manu- 
facturer of very complex mechanical type capi- 
tal goods might assign to four selected indus- 
tries. This table summarizes the basic criteria 
used and the nature of the assigned ratings. 

Different systems of ratings are of course 
possible. Upon conclusion of the ratings all in- 
dustries may be ranked according to their 
total points. Or industries may be ranked on 
the basis of each major group of criteria. There 
may, therefore, be several different rankings. 
The diversifying company may be most in- 
terested in those industries which may be at or 
near the top in total points but low on certain 
criteria. Thus, the analysts need to decide on 4 


system for evaluating the scores registered by 
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each industry on each criterion and on groups 
of criteria, as well as total points. 

During the evaluation it needs to be kept in 
mind that in the assignment of points under the 
yarious criteria only limited accuracy can 
probably be achieved. Therefore, where the 
differences in points assigned turn out to be 
small, the industries may be viewed as being 


in relatively similar positions. 
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STRATEGY OF SELECTION 


The foregoing discussions have dealt with 
the broad potential advantages and varying 
motivations for diversification, some of the 
specifics of how merged companies may 
strengthen each other, what tests to apply to 
determine which firms represent the most ad- 
vantageous merger prospects, and how to 


TABLE 3 
EVALUATIONS OF SELECTED INDUSTRIES 




















at: Air Con- Electronic Plastics 
Criteria ditioning Contrele Metallurgy Vabeloniion 
I. Expected Economic Environment 
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| B. Profit Growth... Ah Ded gra hs ig! le teierat oven ees are sant 5 7 6 5 
| C. Price Stability.... aan STe SED alaae ste eens | 5 7 7 6 
D. Excess Productive Capacity. :....... 60.6.0 ceeseees | 5 8 6 4 
E. Ease of Entry by New Firms Into the Industry... .. 6 8 7 4 
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II. Stability of Sales | 
| A. Stability of Sales over the Business Cycle...........| 4 5 4 7 
| B. Dependence on a Single Customer.......... | 9 7 7 7 
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III. Breadth of Combined Product Market Base 
A. Entry Into Fertile Technological Areas............. 2 8 7 6 


B. Achievement of Substantially Broadened Marketing | 
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evaluate the results of such tests. There re- 
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mains to be considered the available strategies 
in making the final selection of one or more 
companies with which a merger may be sought. 

No one merger prospect usually meets all 
tests better than all other firms. Instead, one 
prospect may be strongest on growth prospects 
but weaker than others on its contribution to 
broadening the technological base of the di- 
versifying company. Consequently, final deci- 
sion often involves a trading off of some de- 
sired characteristics in order to obtain more 
of still others. 

The application of carefully developed cri- 
teria can be very helpful in revealing which 
areas and industries of the U. S. economy con- 
tain the best prospects for mergers for firms 
with given diversification objectives. One pos- 
sible strategy is to select the industry with the 
highest over-all rating, namely the one that re- 
ceived the most total points when evaluated on 
each criterion, as the area in which to concen- 
trate the search for merger prospects. This 
strategy, however, suffers from the possible 
limitation of being overly mechanistic. 

A second strategy consists of taking the in- 
dustries that achieved relatively high rankings 
on total points and considering more on a 
qualitative basis which will contribute most to 
the type of growth that the diversifying firm 
may seek. The diversifying firm may attempt 
to visualize the type of company it wishes to 
be five, ten, and twenty years from now. It 
then may consider entries into different high 
ranking industries to judge which will con- 
tribute most to achieving this corporate image 
of the future. In this process more emphasis 
may be placed on the growth potential of the 
various merger prospects and less on the im- 
mediate compatibility of the operations of the 
diversifying firm and the firms being con- 
sidered for acquisition. 

So far much attention has been paid to ana- 
lyzing industry growth potentials, the possible 


rates of advance in various technologies, the 


promising areas of research, and institutional 
characteristics of various industries to de. 
termine which areas contain the best merger 
prospects. It remains to select from within 
promising industries one or more specific com. 
panies with which a merger will be sought, 
Here the elements of desire to merge, price, 
and size of merger prospects will have to be 
studied and many otherwise eligible firms wil] 
be dropped from consideration. Some firms 
may be relatively costly to purchase in terms 
of initial price; if their prospective profits 
show a strong enough upward trend, however, 
the diversifying firm may quickly recapture 
its investment in the merger. Thus, estimates 
need to be made of how quickly the investment 
will be recovered. 

Each diversifying firm will, of course, have 
to estimate how large an investment it wishes 
to make in its diversification program. Because 
of the possibility of acquiring firms through 
exchanges of common stock some mergers can 
be accomplished without a cash investment; 
this can influence the size of the firm with 
which a merger may be sought. The financial 
strategy to be employed during merger at- 
tempts, however, represents a major analytical 


study and is outside the scope of this paper. 


SUMMARY 


It seems likely that during the 1960’s at least 
$120 billion will be spent by U. S. business 


firms on research and development. This com- 


pares with about $50 billion during the 1950's | 


and about $3 billion during the 1940's. One 
implication of this is that present product lines 
and even entire industries may have a rela- 
tively short life. Since there is much uncer- 
tainty about what the new products of the 
future will be that can obtain strong market 
positions many manufacturing firms will seek 
to diversify their product lines in order (a) to 
reduce the risk of having to operate with an 
obsolete single product line and (b) to be able 


to exploit marketing advantages offered by new 
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product developments. These efforts may have 
to be continuous and vigorous so that in effect 
the search for diversification becomes a way 
of life for the firm. 

This study has attempted to show how the 
search for merger prospects can be system- 
atized by (a) making careful analysis of the 
motivation for diversification and (b) devel- 
oping from diversification objectives the cri- 
teria to be applied to the various areas of the 
U. S. economy which might contain merger 
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prospects. The opportunities for diversification 
ultimately located by the firm may not exactly 
coincide with the firm’s idealized objectives. 
The final selection of a firm with which to 
merge will be based on both quantitative and 
qualitative analysis and will represent a com- 
promise among the various goals being sought. 
In this fashion the best merger prospects can 
be located to help the diversifying firm pro- 
gress toward its idealized corporate image of 
the future. 





Within the next ten years, outer space is going to be a multi-billion dollar 
market. The rewards will go to those managements who prepare themselves to 
cope with the challenges of the new science and technology in terms of time and 
of space. Already on the horizon are weather satellites, communications satellites, 
planetary rockets, and manned space ships—all of which will see the rise of entire 
new industries, and the rise of new lines of defense for freedom against the com- 


petitive challenges of Communism. 


Major General B. A. Schriever 
Commander 
Air Force Ballistic Missile Division 
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Unions, Anti- Trust Laws, 


and Inflation 


... a critical look at some popular beliefs about the powers 


of unions and how to control them. 


“Labor legislation” is a perennial subject for 
Congressional investigation and recommenda- 
tion, action by state legislatures, debate, name- 
calling, and general emotional upheaval. No 
one denies that relationships between unions 
and management are so fraught with a public 
interest that they should be the subject of pub- 
lic regulation. At least in this area we have by 
common consent abandoned our historic 
slogan that that government is best which gov- 
erns least. So far as | know John L. Lewis is 
the only recent protagonist of this classic view. 

But regulation should be reasonably directed 
at the social problem it seeks to solve. We pass 
laws to accomplish some more or less specific 
social objective, and, presumably, the law is 
passed with such reasonably sufficient under- 
standing of the behavior to be regulated that 
we can expect to achieve the end in view. 

I think it is unfortunately true that in the 
field of labor, we have often tended to legislate 
by slogan, rather than with an_ intelligent 
understanding of the nature of a problem and 
of solutions appropriate to it. The examples are 
almost innumerable. The original Taft-Hartley 
Act’s provision for elections to authorize a 
union to demand union security provisions was 
predicated on the supposition that many union 


members resented being prisoners in member- 


ship by reason of union shop arrangements of 
which they disapproved. The provision was re. 
pealed in haste and embarrassment when the 
procedure served only to demonstrate that 
almost everyone who worked in an organized 
establishment believed in the union shop. The 
provision had in fact an effect opposite to that 
intended: it no doubt resulted in more union 
shops rather than fewer. | am sure that the 
predictions of both protagonists and op- 
ponents of “right-to-work” legislation as to its 
probable effects were way wide of the mark. 
The “national emergency” provisions of the 
Taft-Hartley Act have become almost wholly 
a dead letter because brief experience demon- 
strated very clearly that the provisions, and 
especially the so-called “last offer ballot,” 
served no useful purpose in averting danger- 
ous strikes, and may even have made some 
situations worse.’ The War Labor Disputes 
Act, in its strike vote provisions, was another 
example of a remedy inappropriate to the 
problem. 

It seems to me that this is true also of the 

The argument of this paper should not be taken to 
mean that as a society we should not be armed with 
measures to protect ourselves from the effects of pro- 
longed great strikes which create an emergency. But 


this, I think, is a separate problem susceptible of spe: 
cial treatment. 





MR. MEYERS is Professor of Personnel Management and Industrial Relations, University 0| 


California, Los Angeles. 
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UNIONS, ANTI-TRUS™ Lé ** 


often advanced proposals to put labor under 
the anti-trust laws. Such proposals illustrate to 
me the worst futilities of two approaches to 
which we seem prone: legislation by slogan, 
and equity by analogy. The slogan that we 
ought to put labor under the anti-trust laws is 
defended by the surface equity of the state- 
ment that because business is subject to the 
anti-trust laws, labor in all equity ought also 
to be. 

It is rarely specified precisely what is meant 
by a proposal to put labor under the anti-trust 
laws. If what is meant is what appears on the 
surface, that is, to apply the language of the 
Sherman and Clayton Acts to trade unions and 
their activities, it probably comes near to being 
as meaningless a proposal as any recently ad- 
vanced. As any businessman knows, the lan- 
guage of these statutes, deceptively simple on 
their face, is subject to most diverse construc- 
tions, and the courts have had a great deal of 
difficulty in applying that statutory language 
to the real world of business enterprise. If we 
were facing the problem of their application 
to labor unions and their activities, one would 
be hard put to predict what might happen. 

But let it not be forgotten that for more than 
forty years, labor unions were subject to the 
anti-trust laws, as the language of the statutes 
was constructed by a Supreme Court not nota- 
bly sympathetic, in majority, to trade union- 
ism. I think a review of the leading cases in- 
volving allegations of union violations of the 
anti-trust laws 1890 and the 
passage of the Norris-LaGuardia Act in 1932, 


and perhaps later, would reveal that virtually 


between, say, 


all of the successful prosecutions involved ac- 
tivities which have, since 1947, been unlawful 
under the Taft-Hartley Act. Strikes in pursuit 
of a closed shop and secondary boycotts are, 
of course, the clear situations. 

The present status of certain kinds of or- 
ganizational picketing is in doubt. I think the 
American Steel Foundries case, although it 


limited picketing to two “missionaries” at each 
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plant gate, : ...;1tes clearly that the right, in 
princip!>, iv attempt organization by peace- 
ful picketing and persuasion was, under the 
Sherman and Clayton Acts, lawful. The deci- 
sions of the NLRB in the Alloy Manufacturing 
and Curtis cases indicated that the Board had 
come to the view that picketing by a minority 
union, as in the American Steel Foundries 
case, was unlawful under Taft-Hartley. The 
Circuit Court reversed the Board in the Curtis” 
case, so that unions may, if the decision stands, 
be at least no worse off in this regard than they 
were when subject to the anti-trust laws. 

The only major area of union action which 
seems now to be permissible but which was 
limited under the anti-trust laws is that of ap- 
peals to remote consumers to boycott. Even 
this the Board sought to sanction when the ap- 
peals were made by a minority union, in the 
Alloy case.’ Again, the Circuit Court reversed, 
with a strong hint that contemporary courts 
might hold that the circulation of “we do not 
patronize” lists is protected by the First 
Amendment. I think it can fairly be said that, 
substantively speaking, unions are now for- 
bidden almost everything they were forbidden 
in the period of application of the anti-trust 
laws, and a good deal more besides. There are 
of course some differences in the remedies, but 
they are not important. While, after the Clay- 
ton Act, a private person might seek injunc- 
tive relief, the mandatory features of the in- 
junctive provisions of Taft-Hartley remove 
any significant differences. Under Taft-Hartley, 
punitive damages are not available, but unions 
are rather more easily reached for damages. 
Furthermore, damage suits were even rarer 
under the anti-trust laws than they have been 
under Taft-Hartley. 

Unions, then, are already under the anti- 
trust laws in the same sense that they were 
when courts made no distinctions between 

: Buices of National Affairs, Labor Relations Ref- 


erence Manual, LXIII, 2156. 
® ERRM (see note 2), p. 2548. 








38 CALIFORNIA MANAGEMENT REVIEW 


business and union “restraints of trade.” 
Whether to make unions subject to the anti- 
trust laws, then, is a false issue: the use of a 
slogan which has no meaning. 

If there is a problem lying somewhere be- 
hind this slogan, it is successfully obscured by 
the slogan itself, for by applying the “anti- 
trust” laws we could accomplish no more than 
has already been accomplished. I do sense, 
however, that some of us feel that unions have 
grown somehow too strong, that they consti- 
tute dangerous “monopolies,” and that some- 
thing ought to be done about it. To the less 
discerning, “putting labor under the anti-trust 
laws” seems the appropriate solution, since 
these laws outlaw monopoly, don’t they? 

The real question, however, is whether or 
not unions in their present or immediately 
prospective state of growth are such dangerous 
ageregations of power that some appropriate 
restriction should be found. I underline “ap- 
propriate” for, if I am right in the preceding 
discussion, legislating a reversal of the Hutche- 
son case, in which the Court held that for most 
purposes unions were not to be subject to the 
Sherman and Clayton prohibitions, would not 
be a solution to this problem. 

One circumstance should be made clear at 
the outset—that if unions are dangerous ag- 
gregations of economic power, that power rests 
on rather different bases than the kind of power 
to which the Sherman Act was initially and 
primarily directed. A business monopoly of a 
product or service rests on the right of prop- 
erty in the good or service monopolized. That 
right of property, at least until it was modified 
by the passage of the anti-trust statutes, car- 
ried with it complete control over the decision 
to release to or withhold the good or service 
from the market, and the unimpaired right to 
name the price at which it was to be sold if 
at all. 

If unions do monopolize anything, it is labor 
services. Certainly the relation between a 


union and that which it “monopolizes” is quite 


different from the relation between a business 
monopoly and that which it monopolizes, 
There is no right of property of the labor union 
in the services of its members. In fact, legally 
and in many ways practically speaking, collec. 
tive bargaining is not concerned with arriving 
at a contract of sale and purchase. A union’s 
power is moderated in a fundamental way un- 
like any threat to the power of a business mon- 
opoly: its dependence upon the continued at. 
tachment of its members, and their independ. 
ent need for continued income. The reality of 
this threat is made clear by the at-least-occa- 
sional instances of lost strikes, and successfyl 
decertification elections. Imagine a business 
monopoly which would lose its power if its 
products, say ingots of metal, should vote that 
they don’t any longer want to be sold by the 
monopolist ! 

Let us, however, not make the mistake that 
is so often made, of assuming that the loyalty 
of most union members to their unions is tenu- 
ous and that their attachment depends largely 
on coercion. This is simply and demonstrably 
not so, and the view that it is has led us down 
many of the legislative blind alleys mentioned 
at the beginning of this discussion. Indeed, 
more often than not, where the loyalties of 
members to a union waver it is because they 
feel the union has been insufficiently aggres- 
sive in raising wages. Most Teamsters remain 
loyal to Jimmie Hoffa and the Union, despite 
evidences of improper practice, not because 
Hoffa has underpriced their services but be- 
cause he has done an astonishingly good job 
in meeting their very high wage expectations. 

Nevertheless, in a showdown, because of 
the fundamentally different relationships be- 
tween a union and its members as compared 
with a business monopoly and its product, a 
union’s power is limited by the willingness of 
its members to take the risks they may be called 
upon to take—the possibility always exists that 
they will sell their services independently of the 
union. 
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Let us return to the objectives of anti-trust 
legislation. Presumably we approve such laws 
as they apply to business enterprise because 
we wish to relieve ourselves of the burden of 
monopoly prices and reduction in output con- 
sequent upon monopoly pricing policies. Con- 
sidering the differences in the bases of power, 
can we reasonably conclude that unions exer- 
cise such power on the “price” of their “prod- 
uct” (wages) and its “output” (employment) 
that measures somehow parallel to anti-trust 
legislation need to be taken to protect ourselves 
against its exercise? 

Before coming directly to this subject, let 
me remind you of a social decision taken in 
1935 and its rationale: the preamble to the 
Wagner Act indicated these findings: 


The inequality of bargaining power between em- 
ployees who do not possess full freedom of associa- 
tion or actual liberty of contract, and employers 
who are organized in the corporate or other forms 
of ownership association substantially burdens and 
affects the free flow of commerce, and tends to ag- 
gravate recurrent business depressions, by depress- 
ing wage rates and the purchasing power of wage 
earners in industry and by preventing the stabiliza- 
tion of competitive wage rates and working condi- 
tions within and between industries. . . . 


We went on to rectify this situation by the 
provisions of the Wagner Act. It was amended 
in 1947 by the passage of the Taft-Hartley Act, 
which, though it did impair in some measure 
the power of unions, preserved both the funda- 
mental purpose and effect of the Wagner Act. 

Without commenting on the economics of 
the quoted preamble, it expresses the view then 
held that wages should be higher than they 
would be without unions, and that, if they 
were, employment would increase (not de- 
rease). It also quite apparently sought to en- 
courage greater uniformity “within and be- 
tween industries.” 

Our complaint, then, if we have one, is that 
we did too well what we set out to do in 1935. 

No reasonable person, of course, would at- 
tribute the remarkably sustained prosperity of 


the post-war period to the single influence of 


unions on wages and wages on the economy. 
War and defense have played such a major role 
that I am tempted to remark that our post-war 
history indicates that, rather than doing too 
much in the pre-war period to strengthen 
unions, we did too little then in the way of 
government expenditure. 

But the fact remains that we have had a 
remarkably sustained prosperity with its bene- 
fits more widely shared than perhaps at any 
other time in our history. Many of our unem- 
ployed now fare better than did some of our 
employed in the mid-twenties. In a period of 
modest price increases, the five per cent of 
U. 5S. families whose incomes came from 
sources other than earnings showed increases 
in their incomes from 1951 to the last avail- 
able figure, 1956, proportionately somewhat 
greater than the incomes of families wholly 
dependent on earnings. Median income for 
families with only earnings increased by 31 
per cent, while median income of families de- 
riving income only from sources other than 
earnings increased by 35 per cent.* 

We have, of course, had a couple of inter- 
ruptions to the course of the post-war pros- 
perity, the most recent being the most serious. 
But I think one would be hard put to show 
that wage trends were a substantial contribu- 
ting factor to its initiation, and, indeed, there 
is strong reason for believing that the ability 
of unions not only to maintain but to continue 
to increase wage rates was an important factor 
in its relatively short duration. 

What then is our complaint about the im- 
pact of unions on wages that might warrant 
measures parallel to business anti-monopoly 
legislation? One problem remaining to be con- 
sidered is the allegedly inflationary effect of 
money wages which, under union pressures, 
advance more rapidly than the appropriate 
measure of productivity. In a sense, wage in- 


creases have been illusory, for real wages have 


*U. S. Bureau of Census, Current Population Re- 
ports, “Consumer Income,” Series P-60, No. 12, 27. 
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increased about as fast as increasing produc- 
tivity permits, and the share of wages in na- 
tional income, neglecting the rather character- 
istic cyclical increase of the past year or so, 
has remained about stable. 

The gross data do indicate a deceptively 
large increase in the ratio of compensation of 
employees to national income. For example, 
from 1947 to 1957, this ratic increased from 
66.5 per cent to 70.0 per cent. Almost the 
whole of this, however, is what might be called 
“the Benson effect.” During this period, in- 
come originating in agriculture actually de- 
creased, while national income nearly doubled. 
Because of our peculiar accounting systems, 
the ratio of compensation of employees to in- 
come originating in agriculture is very low— 
around 20 per cent. Thus, the shift away from 
agriculture to sectors showing much higher 
ratios automatically increases the gross ratio, 
an increase which cannot be attributed to the 
influence of labor organizations. If agriculture 
is given a constant weight over the period, the 
increase would be from 66.5 to 67.5 per cent. 
Perhaps a better measure is the ratio of com- 
pensation in private employment (excluding 
government) to income originating in private 
enterprise again adjusted to give agriculture 
a constant weight. This ratio increased from 
61.6 per cent in 1947 to 62.7 per cent in 1957. 

But in another sense the wage increases have 
not been an illusion, but have been quite real, 
compared at least with the “twenties, when 
prices were stable, as we seem to think they 
should be now, and wages did not increase so 
fast under effective union pressures. The share 
of wages in national income fell, during this 
period, and below the levels of any recent pe- 
riod. 

Historical analogies are dangerous, but the 
experience of the “twenties certainly is some 
evidence that, without effective unions, or 
rather, given a wage policy with which a stable 
price level is consistent, price stability neither 


protects the workers’ share in national income, 





nor leads naturally and inevitably to economic 
stability. 

It is, of course, true that we have had a 
rather modest “inflation” in the post-war pe. 
riod. But what is it that we object to about 
inflation? No one would care at all if all prices 
and all incomes doubled all of a sudden. Every. 
one would be equally well or badly off. 

This, of course, has not happened in the 
course of the current inflation. Price, wage, 
and income movements have come unevenly, 
But the gross result has not been any consider. 
able distortion of income distributions. The 
relative shares of wages and property incomes 
in national income have not changed markedly, 
And, as I have indicated while talking about 
the twenties, stable price levels are no guaran- 
tee against changes in these relative shares, 
Personal distribution of income has not been 
greatly altered, and, if it has changed at all, 
except during the very sharp Korean War in- 
flation, it has been in the direction of improv- 
ing the relative position of the low income 
groups—the widows and orphans.’ 

True, it has taken some governmental action 
to protect those groups least able to protect 
themselves. We have increased old age and sur- 
vivor benefits, by Congressional action, not 
only for future but also for current benefici- 
aries. State old age pension programs, and 
other state-federal programs such as aid-to- 
dependent children have been adjusted to meet 


rising living costs. But these actions have been 

* Data on distribution of income in the U. S. are in 
such form that this kind of change in distribution is 
extremely difficult to measure. Some indication, how- 
ever, is contained in the data previously presented 
above. Another indication is that, according to the 
Federal Reserve Board Survey of Consumer Finances, 
during the period of rather sharp price rises, 1956-58, 
distribution of a fairly constant total personal income 
remained very nearly the same, with 1 per cent fewer 
spending units in the lowest income class in 1958 than 
in 1956. See Federal Reserve Bulletin, March, 1959, p. 
252. According to the Department of Commerce, the 
lowest quintile among consumer units ranked by in- 
come received the same percentage of total family per- 
sonal income in 1957 as in 1955. See: Survey of Cur- 
rent Business, April, 1959, p. 16. 
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taken under affirmative political pressures of 


the labor movement, and often against the 
bitter opposition of those who, in other for- 
ums, weep bitterly over the fate of these people 
in inflation. 

Of course the incomes of the widows, or- 
phans, and pensioners have been protected 
against inflation, not only by government ac- 
tion, but also by the renegotiation of private 
pension and benefit plans, often benefitting 
current benefit receivers. And for these people, 
as well as the low income wage earner, assets 
such as liquid savings and government bond 
holdings are negligible—in 1958, 45 per cent 
of spending units held liquid assets of under 
$200, and they may lose perhaps $3.00 per 
annum in real value of liquid assets through 
recent rates of price advance. Part, all, or even 
larger amounts of this may be offset by gain 
in declining value of their debt. But a day’s 
lost wages through unemployment, if this is 
the price of price stability, is much more costly 
than the depreciation of real value of their 
assets. 

There is another problem worthy of signifi- 
cant mention. I have implicitly assumed for the 
purposes of this paper, though it is not wholly 
evident, that wage increases brought about 
by union power are a significant cause of the 
rising price level, or rather, that if the power 
of unions to raise wages were somewhat im- 
paired, prices would not rise. 

The connection between rising union power, 
money wages, and prices is not so precise that 
one can measure the tolerable rate of wage in- 
creases. Further, the connection between any 


proposed 


legislative impairment of union 
power and its effect on the rate of wage change 
is even less precise and predictable. 

The limits of the desired result are, I think, 
very close. Instead of a rate of price increase 
of 2 to 3 per cent per year, we wish a rate 
of zero. But I think it clear that an error on 


the low side would be disastrous. Any wage 


"Federal Reserve Bulletin, March, 1959, p. 252. 


policy which resulted in sagging prices would 
almost certainly be much worse than one which 
results in upward drifting prices. It would be 
much more likely to lead to deferred invest- 
ment, underemployment, and economic insta- 
bility. 

It cannot possibly be argued that we can pre- 
dict the wage and price consequences of the 
impairment of union power within these neces- 
sary limits of tolerance. If we were faced with 
a 10 or 15 per cent increase in prices per year, 
clearly resulting from wage increases of this 
order of magnitude, we could with confidence 
act legislatively on union strength as a remedy. 
But the dangers of attempting such fine ad- 
justments with such blunt and indirect tools 
are simply not worth the risk. 

In sum, I take the heretical view that the 
degree and kind of inflation we have had has 
at least been better than the degree and kind 
of price stability to which we were once accus- 
tomed, Its allegedly undesirable effects disap- 
pear under the search for them, and the values 
of underlying economic stability, even at the 
cost of some upward drift of prices, seem, at 
least to me, to appear more and more evident. 

Under this kind of examination, it seems 
to me that the economic rationale for impair- 
ing the power of unions to raise wages disap- 
pears. Certainly the danger, if there is one, is 
not clear and even its presence is doubtful. 

There still remains what seems to me to be 
essentially an equitable, rather than an eco- 
nomic, argument. It runs something like this: 
admitted that the effect of trade union action 
has not been such as to alter the gross forms 
of income distribution—either as between 
wages and other shares, or as concerns the 
general shape of the distribution of personal 
income. But it has “distorted” patterns within 
these gross distributions. Some, e.g., unskilled 
and semi-skilled workers relative to skilled, or 
plumbers relative to school teachers, have 
gained or lost. It is undoubtedly true that in 
many ways the structure of wages and incomes 
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is, internally, different than it would have been 
had we had neither as effective unions nor ris- 
ing price levels. Whether these differences are 
“distortions” depends upon one’s views, funda- 
mentally, of equity. Over-enthusiastic job eval- 
uation fans to the contrary, no one can tell 
what is the “right” relationship between the 
wages of a tool and die maker and an assembly 
line worker in an auto plant. And, indeed, this 
very case illustrates the way in which the spe- 
cial relation between a union and its members 
itself limits its power—the threat that tool and 
die makers might withdraw from UAW in- 
duced that union to reconsider its policy as to 
wage structures. 

In respect to this kind of wage relationship, 
it is sometimes said that the giant employer, 
e.g., General Motors, can handle the big union, 
but the small employer can’t. Such a statement 
is often made by the same person who argues 
against “industry-wide bargaining,” and in- 
sists upon fractionizing bargaining units. The 
recent situation in the Los Angeles retail food 
industry illustrates both the inconsistency be- 
tween these positions and the answer to the 
policy suggestion. The publicity attendant 
upon a strike in one market and lockout in 
many others spotlighted the “distortion” of 
wages in this area, at least the unusual rela- 
tion between the wages of retail store clerks 
and other wages in Los Angeles. It is a case 


example of the ability of a strong union, by 





whipsawing, to get remarkably good bargains 
for its members from relatively small employ. 
ers. And the Los Angeles Food Employers 
Council has, I suspect, found the answer, by 
itself insisting upon a single bargain for many 
employers. I would maintain the position that 
outlawing multi-employer bargaining would 
increase, rather than decrease, the kind of dis. 
tortion most people who complain about it 
have in mind. And, I think, the Wagner Act 
objective of greater uniformity (equity?) 
within and between industries, has, on the 
whole, been better served with strong unions 
than without them. Furthermore, the Taft. 
Hartley Act contains a provision, prohibiting 
a union from coercing an employer in the se. 
lection of his bargaining representatives, 
which might well be used to prevent a union 
from forcing unwilling employers into multi- 
employer bargaining. This provision has be. 
come almost a dead letter. 

My position is not that unions are some kind 
of sacred cow, immune from regulation in the 
public interest. I can think of several kinds of 
union practices, particularly those relating to 
the internal affairs of unions and the protec. 
tion of the rights of the individual members, 
which I think warrant appropriate legislative 
remedy. But it seems to me that the cry for im- 
pairment of the general economic power of 
unions is wrong, and even dangerous; cer- 


tainly the anti-trust remedy is vain. 
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BENSON SOFFER 


The Decline of Collective 


Bargaining on 


General Wage Increases’ 


This analysis labels recent trends in wage bargaining as “the 


easy way out” of the stress and strain of wage negotiation and 


sees in them a threat to the economy and to free negotiation. 


During the past decade, certain developments 
in wage bargaining have brought a substantial 
reduction in the incidence of strikes and in 
the number of decisions on negotiated general 
wage increases. According to the Bureau of 
Labor Statistics, 1957 set record lows for the 
post-war period for workers involved in stop- 
pages, per cent of total employed and per cent 
of working time affected by stoppages and the 
number of man-days idle. A comparison of the 
five-year period 1946-1950 with the five-year 
period 1953-1957 shows a generally lower 
level of strike losses for all these measures. 
(The years 1951 and 1952 are influenced by 
governmental wage controls and authority to 
settle disputes and are, therefore, abnormal.)’ 

But of particular concern here is the reduc- 
tion of the number of decisions on negotiated 
general wage increases which has accompanied 


these developments. This decline of bargaining 








* Professor Lloyd Ulman and my former colleagues 
in the Brookings Project on Union-Management Rela- 
tions, Professor Irwin Herrnstadt, and R. Thayne Rob- 
son have made constructive criticisms which improved 
this essay. I alone bear the responsibility for any 
errors.—B.S. 

“These data may be found each month in Table B 
(Work Stoppages resulting from labor-management 
disputes) in Monthly Labor Review. 


on wage increases is not generally recognized 
because observers often fail to distinguish be- 
tween genuine decision-making over the bar- 
gaining table and mere formality. After all, 
the number of wage decisions under collective 
bargaining is not double the number of wage 
bargains struck when our concern is with gen- 
uine decisions, not formalities. To be sure, 
each bargain struck means two parties have 
accepted it, but this does not necessarily mean 
that each of the two parties has in fact made 
a decision. There is, for example, only sham 
wage bargaining when individual plants of 
giant corporations bargain with a local of a 
small union, or when a giant union extends its 
pattern to a small employer in the industry. 
In these cases the only true decisions were 
made somewhere else by the larger party. The 
local results merely implement a “top level” 
bargain in a much larger setting. 

Three trends have served to reduce the num- 
ber of wage decisions: (1) the centralization 
of decision-making; (2) the longer-term wage 
contract; (3) the elaboration and extension of 


9 


“pattern bargaining.” A description and cri- 


tique of these practices is the purpose of this 





MR. SOFFER is at the University of Pittsburgh, where he is Assistant Professor of Industry. 
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essay, in which these three trends will first be 
described and then their impact on the col- 
lective bargaining system explored and evalu- 
ated. We shall conclude with an evaluation and 


some suggestions for alternative approaches. 


THREE TRENDS 
Centralization 


One reason wage bargaining has become 
centralized is that many hitherto localized in- 
dustries are expanding geographically. For ex- 
ample, the construction indutry is becoming 
more centralized because of the expansion in 
pipeline and highway construction, and the 
food industries through chain stores, national 
dairy and baking companies, etc. Moreover, 
managements are controlling increasingly dis- 
persed operations and diversified types of 
products. Less obvious is the tendency of exist- 
ing unions also to control more dispersed and 
diversified activities. It is typical of industrial 
unions, for example, that the Auto Workers 
should have units in 36 industries, and, of 
course, the largest unions encompass the most 
industries and have the most centralized de- 
cision-making.” 

Management centralization of wage-bargain- 
ing decisions persists, despite the decentraliza- 
tion trend in production management, because 
the decision on whether to agree to a wage in- 
crease or to take a strike remains a matter of 
corporate-level policy.” When formal bargain- 
ing is on a plant-level basis, even for non-union 
plants, corporate-wide decisions on local wage 
increases are the rule. This is true even in the 
considerably decentralized electrical equip- 
ment industry. The uniformity of wage move- 

*See Professor Neil Chamberlain’s survey, “The 
Structure of Bargaining Units,” /ndustrial and Labor 
Relations Review, X (October, 1956), 3-25; and 
Mark L. Kahn, “Contemporary Structural Changes in 
Organized Labor,” Proceedings of the Industrial Re- 
lations Research Association (New York: September, 
1957). 

* See Helen Baker, Management Procedures in the 
Determination of Industrial Relations Policies (Prince- 


ton: Industrial Relations Section, Department of Eco- 
nomics and Social Institutions, 1948) pp. 10-23. 


ments within the major producers in this in. 
dustry is particularly striking in view of the 
reduced bargaining power of the unions ag 
compared to 1945-1948, and because of the 
geographical decentralization and product di. 
versification, which make wage differences in. 
stitutionally and economically feasible. 

There are many reasons why centralized de. 
cision-making in management creates a uni- 
form wage increase for diverse operations. The 
most frequently encountered case is the erec- 
tion of new plants away from existing plants, 
Naturally, the union in the older plants tries 
to organize the new plants. If the union suc. 
ceeds, top management must control plant 
labor policies in order to prevent whipsawing, 
Irrespective of the outcome, however, the same 
wage increases are extended to the new plant 
either to avoid strikes or to convince the work. 
ers that they do not need a union. Thus, man- 
agement’s centralization of wage decisions has 
contributed to, as well as reflected, a tightening 
of the interrelationships among wages in dif. 
ferent labor and produce markets. 

Union centralization has resulted from many 
changes in the union structure which parallel, 
and are adaptations to, the evolving structure 
of the large firms (or of the entire industry) 
in which the union operates. In these situa- 
tions, the union reinforces and extends, beyond 
the limits of the firm, the centralizing trends 
found in management. Which party initiates 
the new structures of decision-making does not 
significantly alter the outcome. Local union 
autonomy in wage decisions wanes even where 
it is not. necessary to enforce the traditional 
policy of “taking wages out of competition.” 

It is true that many local unions, especially 
larger ones in centers of union strength, do 
not accept the loss of autonomy gladly. But 
the national unions have a number of tech- 
niques for bringing resistant locals to heel, 
when such action can be “justified” by indus- 
trial centralization. These include placing local 


unions in receivership, expelling their officials, 
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reducing the jurisdiction of a local and char- 
tering new local unions, and supervising local 
finances. The threat that any of these steps will 
be taken combined with persuasive appeals that 
the local meet its obligations to the national 
union usually is an adequate substitute for the 
more drastic measures. 

Union centralization has assumed many 
forms, but all the variations seem to amount 
to more centralization of power—either (a) in 
the hands of the officials of the International 
Union, or (b) in structures created by the 
International Union to force local unions to 
make joint decisions in dealing with a single 
company or a branch of the industry. Where 
dispersed, multiplant companies are involved, 
unions have created “Departments” or “Coun- 
“Conference 
Boards” (Electrical Workers). Even the Team- 


cils” (Auto Workers), and 
sters have developed such groups for the large 
national companies like Montgomery Ward, A 
& P, Englander, Omar Bakery, and Fairmont 
Dairy. Another device is the trade division or 
industry department used by the Steelworkers, 
Auto Workers, Teamsters, etc. The International 
Union has a direct influence on these decisions 
while usually it has only indirect influence on 
decisions reached independently in each local. 

The Teamsters are an especially important 
example of the centralizing trend. A loose al- 
liance of autonomous local unions a decade 
ago, the International is now in the very ad- 
vanced stages of a far reaching reorganization. 
Today, the union is divided into “Trade Di- 
visions” and four regional “Conferences,” each 
one of which has its own set of “Trade Divi- 
sions.” The Divisions are established for 
specialized branches of the trucking industry 
and for the many Teamsters who never drive 
a truck (brewers, dairymen, warehousemen, 
cannery workers, and any others that the 
Teamsters were able to bring into their fold). 
The centralizing trends in structures of bar- 
gaining are in evidence through “Trade Di- 


res ” . . 
visions,” whether there is a national agree- 


BARGAINING ON WAGE INCREASES 45 


ment (e.g., in haulaway trucking) or there are 
state-wide agreements (e.g., chemical and pe- 
troleum) in specialized branches of the truck- 
ing industry. Except for a small pocket in the 
Middle Atlantic states, the over-the-road truck- 
ing industry is on the threshold of de facto 
national bargaining on general increases in 
basic wage rates.“ 

A significant part of this centralization of 
union decision-making is not even a necessary 
step for effective bargaining. In a few years, 
the Teamsters will have established a national 
minimum wage and uniform wage increases 
for local cartage drivers and helpers. Wages in 
Idaho, Arkansas, and Vermont will be equal- 
ized, though this step will not significantly re- 
duce resistance to wage increases. This step 
may be convenient for the larger carriers and 
for the International Union in controlling (the 
historically lower) wages of the rural-based 
smaller carriers and locals. It will be difficult, 


however, to police such a wage policy, for the 


‘See Bureau of Labor Statistics, Current Wage 
Developments, CXXX (October, 1958) 7-8. Centrali- 
zation of bargaining for Common, Contract and Private 
Trucking Carriers is best indicated by the 1958 wage 
reopening amendments to six agreements which cover 
27 states. Six agreements are reopened and renegoti- 
ated simultaneously. Although two quite different 
branches of the industry—over-the-road and _ local 
trucking—have separate contracts, these contracts are 
administered through the same top union officials and 
grievance machinery on the last steps of the proce- 
dure. Basic (minimum) hourly and mileage rates of 
pay are uniform for the over-the-road trucking, and 
will be almost entirely uniform by the expiration of 
the contract in 1961. The February 1, 1958 amend- 
ments provided for the same general wage increases 
under all the contracts, over and above the automatic 
cost-of-living escalator clauses which they all contain. 
Three states (Virginia and the Carolinas) are under 
agreements which provide that they institute the same 
wage increases as those negotiated in the Southeast. 
The New England States and Western New York 
have adopted quite similar wage increases. Industrial 
Relations Department, American Trucking Associa- 
tion, Inc., Statistics Supplement XIII, Sec. Il, Supp. E 
(April, 1958). In late May, a single agreement cover- 
ing 1,500 West Coast employers welded 35 separate 
area contracts into a single agreement. “Master 
Freight Contract: West Coast,” The International 
Teamster, LV (June, 1958), 7-9. In 1961, the master 
contract will also cover local trucking as well. Both 
would then obtain about the same increases as other 
regions, See Business W eek, September 27, 1958, p. 139. 
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pressure of broadening inter-regional compe- 
tition is insufficient for equalizing these wages, 
and may continue to be so for some time. Thus 
wage standardization could be made possible 
only by the power wielded by the strategically 
placed over-the-road drivers. A positive force 
working for standardization is the power of 
the Teamsters Union’s top leadership, and 
their desire for even greater power. 

Many forces have been altering the structure 
of hitherto decentralized unions. These unions 
have developed centralized decision-making al- 
though employers in several industries have 
resisted any broadening of the area of bar- 
gaining. Economic changes have often been 
used as a rationale for eliminating regional 
power centers in the interests of the political 
dominance of the over-all administration (e.g., 
the constitutional amendments in a recent 
Bakery and Confectionary Workers Conven- 
tion, which placed the vice presidents in a posi- 
tion of complete dependence on President 
Cross). 

Though in most unions structural changes 
have indeed accompanied economic changes, 
the structural changes do not usually seem to 
be carefully designed adaptation to the new 
structure of industry. Many are shaped as 
much by administrative expediency or empire- 
building propensities as by the requirements of 
effective bargaining. 

The forms of internal reorganization are: 

1. The merging of many small neighboring 

local unions into larger regional unions. 

2. Establishing of regional conferences to 
handle negotiations. 

3.Giving broad geographical jurisdiction 
over one branch of the industry to a par- 
ticular local union. 

4. Establishing national committees of top 
officials to “coordinate” bargaining on an 
inter-regional basis. 

5. Including newly organized locations in 
existing local unions so that “locals” be- 


come regional empires. 





6. Retaining giant “amalgamated” local up. 
ions (with miscellaneous jurisdictions) 
although they can be split into adminis. 
tratively homogeneous units. 

Space limitations preclude extensive docu. 
mentation of these forms, but at least one ip. 
stance of each of these forms can be cited: The 
Meatcutters have established a local union coy. 
ering stores in all of upstate New York. The 
Teamsters and Bakery Workers have used the 
regional conference. The Cement, Lime and 
Gypsum Workers have established an industry 
bargaining committee for the Portland cement 
industry. The Plumbers and Operating Engi. 
neers have assigned all pipeline employees to 
a single local union. The Boilermakers and 
Operating Engineers have West Coast locals 
whose jurisdictions extend over many states, 
The multi-industry “amalgamated” Teamsters 
locals in Detroit and St. Louis and similar 
Auto Workers locals in Detroit and Toledo 
have remained intact, although each is large 
enough to be split into several viable locals. 

Thus, as a matter of deliberate policy, cen- 
tralization has proceeded farther than eco- 
nomic changes require. The forces behind the 
centralizing policy are its important advan- 
tages for the top-level officials of expanding 
and diversifying organizations. These advan- 
tages are: (1) bargaining power can be in- 
creased and preserved by unitary control over 
a large organization; (2) scarce resources, 1.e., 
trained negotiators, can be economized and the 
administrative costs of collective bargaining 
can be reduced. Let us xamine these advan- 
tages further. 

Bargaining power is not static in our dy- 
namic, shifting economy. Even unaggressive 
organizations must be concerned with having 
such power consolidated, disciplined, im 
creased, and conserved. A major union or com- 
pany which refuses to diversify watches com- 
placently while its ability to maintain a mini 
mum degree of independent decision-making 


power wanes. For defensive purposes, if for 
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no other reason, diverse units are brought into 
the organizational structure of existing com- 
panies and unions. The powers and problems 
of “bigness” include a multiplication of con- 
flicting internal economic and organizational 
interests. An increasing quantity and complex- 
ity of working compromises will be required, 
for the “big” organization that lacks cohesive- 
ness loses its enhanced bargaining power. Cen- 
tralized decision-making on general wage in- 
creases is one short-cut to internal cohesion. 

Administrative costs for operating a decen- 


tralized organization seem higher than those 


needed in a centralized organization. Collective’ 


bargaining has become so complex that it re- 
quires more negotiators at a time when there is 
a declining role for the non-expert. Some areas 
of negotiation have become so technical that 
even the labor relations specialists rely on a 
host of experts. First-class professional negoti- 
ators will probably always be scarce—especi- 
ally on the union side, for they must usually 
come from the rank and file and must survive 
the test of grass roots popularity and loyalty 
to the administration. An attempt to raise their 
quality often implies operating with a smaller 
staff at higher salaries. 

The amount of resources that can be given 
to the task of negotiating and administering 
collective bargaining agreements often be- 
comes a major determinant of the structure of 
bargaining and decision-making in unions, be- 
cause union members usually resist increases 
in dues with much spirit. The costs of bargain- 
ing are also important to the management of 
smaller companies. 

Usually, however, centralization cannot be 
confined to those times and places where it is 
clearly desirable. Centralized power tends to 
perpetuate itself and to spread in scope. More- 
over, adoption of centralized decision-making 
by one party encourages a similar centraliza- 
tion by the other. This is obviously one effect 
of the growth of national unions on corporate 


organizations, but it is equally true of the 
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effects of large centralized corporations on the 
unions. To illustrate, a large efficient corpora- 
tion will try to develop a good relationship 
with “strong” union leaders in order to make 
them “responsible”—i.e., reduce the pressures 
of militant rank and filers in the locals. This, 
of course, reinforces the centralized power 
wielded by national officials. 


Long-Term Wage Parity Agreements 


The elimination of bargaining as an annual 
tradition is the second trend that has contrib- 
uted to the decline of collective bargaining. 
This has occurred in the most strategic and 
largest collective bargaining units—those of 
the major national manufacturing and trans- 
portation industries whose agreements cover 
over five million workers. Only 11 out of 262 
wage contracts with fixed terms (each cover- 
ing 5,000 or more employees and effective on 
January 1, 1958) were of only one year’s du- 
ration.’ A decade ago, long-term contracts were 
very rare. 

The spread of long-term contracts was made 
possible by a formula developed in 1948 by 
the General Motors Corporation. This formula 
provides for automatic wage increases, which 
guarantees a minimum annual increase in the 
floor under real wages during the life of the 
agreement. The precise amount of money wage 
increases cannot be predicted because of the 
“escalator clause” which adjusts wages fre- 
quently for small fluctuations in a Consumers’ 
Price Index. This formula I shall refer to as 
“wage parity,” because it is an application of 
the concept used in determining support prices 
for agricultural commodities.” Wage parity 

*“Major Agreement Expirations and Reopenings in 
1958,” Monthly Labor Review, LXXIX (January, 
1958). 

°The “escalator clause” adjusts “prices received” 
(wage rates) to changes in prices paid (cost of living 
index), the “annual improvement factor” establishes 
a favorable (current) base from which the escalator 
operates. The effect is similar to agricultural parity 
based on the historical price relationships in 1910- 
1914 because both formulas prevent (in varying de- 


grees) productivity gains from being passed on to 
consumers. 
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and farm parity have approximately the same 
economic rationale and surface appeal to 
equity. 

In most cases, long-term contracts have been 
introduced into an industry by the manage- 
ments of the major corporations, possibly be- 
cause the parity concept is very well adapted 
to decision-making for large conglomerate 
units. The more conglomerate the units falling 
under a centralized decision, the greater the 
need for a general policy like parity, which 
determines minimum wage increases for all 
workers. Also, the more conglomerate the 
units, the more closely does the employer’s 
ability to pay approach an average of the 
economy’s ability to pay. 

Widespread acceptance of the wage parity 
formula in smaller units occurred after wage 
parity became entrenched in a number of key 
industries, for once this happened, the risks 
of giving up discretion as to the timing and 
amount of wage increases were reduced for 
smaller firms. They knew that they and their 
competitors would be under pressure to fol- 
low along anyway. The unions readily ac- 
quiesced ; indeed, they have spread these agree- 
ments to many smaller firms. 

The long-term wage parity contract is a new 
and sophisticated wage policy. The wage for- 
mula itself is a means of avoiding the burdens 
of frequent bargaining and its risks: uncertain- 
ties, frictions, costly delays, and strikes. These 
may seem more serious than the disadvantage 
of a parity formula, which is that automatic 
wage increases are likely to be larger or smaller 
than they would have been as a result of more 
frequent bargaining (because no one can pre- 
dict the shifting balance of bargaining power 
in the next few years). Both sides can conserve 
resources and bargaining power frittered away 
in annual bargaining. 

The logic of the wage formula has never 
been considered adequately; indeed there is 
still little appreciation of all its implications. 
After it had “worked” in a few large compa- 


nies, it became “acceptable.” Once the new 
policy was widely adopted, questioning could 
be turned aside by saying, “We may be wrong, 
but we are unanimous.” It appealed to man. 
agement because it seemed to protect against 
demands for very large negotiated increases 
in any single year. The union leader saw it 
as creating the workers’ right to a guaranteed 
rise in real wage rates each year. The unionist 
felt that rights cannot be denied to anyone who 
is willing and able to take advantage of them’ 
and a “right” cannot be taken away (even by 
the one who confers it) without creating the 
bitterest resentment. 

It also seems that the new “right” to at least 
a 2.5 per cent increase in real wages each year 
has been made all the more attractive because 
it rarely requires any additional obligations 
from the union or from the workers. (The 
overwhelming preponderance of the unions in- 
volved had foresworn resistance to technologi- 
cal change before they signed the agreements.) 
Parity thus becomes more than a method of 
reducing the frequency of bargaining and 
“regularizing wage increases.” It establishes a 
longer-term wage policy and a broadly appli- 
cable wage pattern. 


Pattern Bargaining 


The scope and permanence of pattern bar- 
gaining have increased as the wage parity 
concept has been adopted in many unrelated 
industries. A decade ago, pattern bargaining 
was widely practiced, but, until now, it seemed 
to reach its peak in 1946. The permanence of 
pattern bargaining was then by no means as- 
sured. Resistance to patterns was based on the 
increasing economic uniqueness of each corpo- 

‘Not all unions have attempted to acquire this right 
to a guaranteed annual wage increase. It is too rigid 
a policy for many unions in highly competitive indus- 
tries (e.g., apparel, coal mining). A few corporations 
have accepted this policy, while cutting wage rates 
that are higher than those prevailing elsewhere in 
their industry. But actual wage increases in most units 
using the parity policy are at least somewhat greater 
than the minimum guarantee. 
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ration and the particularistic traditions of most 
American corporations and unions. 

But with the rise of the parity concept, pat- 
tern bargaining is enjoying a revival. Today’s 
pattern bargaining differs from that of the 
1940’s in that it is based on a common idea, 
rather than consisting of simple imitations of 
others in different circumstances. It is more 
permanent because parity is a long-term com- 
mitment, rather than a series of short-run ex- 
pedient actions. Greater permanence has re- 
sulted also from the development of differen- 
tiated patterns which provide wage increases 
that are not identical in timing and amount, 
although the differences closely compensate 
for each other. For example, there is no appre- 
ciable difference between the total wage in- 
creases granted in the period June 1950—July 
1953 to automobile workers under long-term 
contracts and those to steel workers under re- 
negotiation. This careful balancing of quid- 
pro-quos is a tribute to the ingenuity of the 
negotiators. Thus, pattern bargaining has not 
only survived, but also has become more adapt- 
able, more sophisticated, and more widespread. 

The recent growth of formal union alliances 
and informal management attempts to cooper- 
ate in their bargaining strategies promises fur- 
ther coordination of ‘“‘independent” wage bar- 
gaining. Recently, alliances on the national 
level have been consummated between different 
international unions operating in a single in- 
dustry or in a single national company. (Local 
alliances of craft unions have existed for a 
long time.) Also, the AFL-CIO merger has es- 
tablished a mechanism for coordinating poli- 
cies of local industrial unions belonging to 
different international unions.” 

Thus far, this movement has involved only 
limited cooperation by relatively weak local 
unions where a number of international unions 
have organized plants of a single “tough” cor- 


poration. But over the long run, coordination 


““Industrial Unions Tighten 


Ranks,” Business 
Week, October 26, 1957, p. 151. 
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will probably grow stronger and more wide- 
spread, if only because the relative weakness 
of uncoordinated union action is serious in 
these situations. 

Informal (and direct) coordination of bar- 
gaining may become a permanent result of the 
bilateral and multilateral union pacts which 
have developed in the past decade. At the mo- 
ment, however, the formal legitimacy of some 
of these pacts are in doubt; for the Teamsters 
Union has been involved in most, and the 
ouster of that union from the AFL-CIO means 
that open national alliances with the Teamsters 
are illegal. But there is nothing to keep alli- 
ances from continuing as a part of traditional 
union cooperation at the local level. 

These alliances lead to coordinated wage 
bargaining for several reasons.” Of course, alli- 
ances are much less rigid and more fragile 
than joint bargaining. But this is a strength 
rather than a weakness. Because an alliance is 
a limited commitment, it is more viable.” 

Managements too have mended their fences. 
The recently concluded automobile industry 
negotiations indicated close cooperation for 
the first time among the “Big Three.” There is 
reason to believe their cooperation in labor 
policy will not lessen in the future. Some em- 

“The Taft-Hartley Act has encouraged joint union 
action to avoid injunctions halting union jurisdic- 
tional strikes. Thus the employer has the right to 
assign work between unions, unless the unions have 
established their own mechanism for allotting juris- 
diction. However, the employer will resist the unions’ 
decisions on how to divide jurisdiction if the rules 
and wage scales for the various unions are seriously 
noncompetitive. This would increase resistance of un- 
organized contractors to unionization attempts. 

In light of the different strike and bargaining 
rules characteristic of various national unions, alli- 
ances reduce rather than increase the possibilities of 
serious friction which would occur if all bargained 
as a unit. For example, the Teamsters and Retail 
Clerks have had many differences, but this did not 
prevent their cooperation on a limited basis when 
they needed each other. Joint negotiations between 
Montgomery Ward and Company and the two inter- 
national unions (Teamsters and Clerks) resulted in 
a five-year agreement which ended (1) the Clerks’ 
strike and (2) the rivalry between the two unions in 


that company. “History-Making Ward Contract,” The 
International Teamster (June, 1958), p. 5. 
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ployer associations continue to provide a for- 
mal structure for coordination of negotiations 
(e.g., the Aircraft Industry Association, the 
American Iron and Steel Institute). Some local 
employer associations probably influence ne- 
gotiations of smaller local firms. Informal dis- 
cussion of management’s bargaining strategy 
tends to be more frequent than is apparent. 
However, the secrecy and voluntary character 
of these alliances preclude any accurate basis 
for ascertaining their purposes and effective- 
ness. Available information indicates more, not 
less, coordination of employer bargaining. 


THE CUMULATIVE PROCESS 


The three trends just described are not inde- 
pendent; they actually reinforce each other. 

1. Broad bargaining units covering a vari- 
ety of areas and plants tend to breed longer- 
term agreements. The possibility of internal 
conflict of interest and differences in bargain- 
ing within each group make frequent bargain- 
ing more precarious than it was when units 
were smaller and more homogeneous. The 
larger the area of bargaining the greater the 
protection against unusually large or small 
temporary wage pressures from both labor and 
product markets. Thus, a master contract tends 
to discourage frequent bargaining and pro- 
vides a greater consistency in year-to-year 
wage increases. Wages must be set by some 
principle in which parties may acquiesce in 
both “good” and “bad” times, “strong” and 
“weak” units, etc. Wage parity is such a prin- 
ciple. 

2. The concept of wage parity promises a 
minimum guarantee of equity to all workers 
because it is based on the “performance” of 
the entire economy rather than any single in- 
dustry. The formula which “protects” whatever 
bargain has been struck during the life of the 
contract provides a high floor under wage in- 
creases. All unions can unite on such a partial 
policy—although union rivalries may still feed 


on the issue: “how much more than parity?” 
But, with such a high floor under wage settle. 
ments, the space between the floor and the ceil. 
ing will tend to shrink. Thus, wage increases 
will be similar, even if they are not rigorously 
equalized, and an underlying “pattern” js 
created. 

3. The widespread acceptance of wage par. 
ity and the growth of coordinated decision. 
making by different companies and interna. 
tional unions supply a substitute for centrali- 
zation in our highly decentralized and particu- 
laristic collective-bargaining system. Multi- 
employer and multi-union bargaining need not 
spread beyond their presently limited spheres, 
The informal alliances described above do not 
have to become formalized. The automatic 
character of wage movements under long-term 
contracts creates the same wage effects as semi- 
permanent liaisons. Hence, although pattern 
bargaining does not necessarily encourage in- 
ter-union and inter-company centralization in 
most instances, it has the same consequences 
for wage bargaining as formal centralization. 

But the impact does not stop at this point; 
it is quickly felt in almost every sector of our 
economy. A few examples will illustrate the 
secondary and tertiary effects of wage move- 
ments required to permit less and less bargain- 
ing on wage changes. 

1. Rural manufacturing plants are subjected 
to increasing, direct pressures to accept the 
wage increases adopted in major manufactur- 
ing centers. The new branch plants of multi- 
plant companies bring with them metropolitan 
area wage increases. These branch plants are 
established in an ever increasing number of 
small cities and employ an ever greater part of 
their labor force. Thus the direct pressure of 
rising local wages replaces the external pres- 
sures that were mild and indirect while the 
large corporations remained in the major man- 
ufacturing centers. In the Great Lakes region, 
for example, manufacturing wages in most 
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smaller cities must rise in step with those of 
the larger cities. These pressures are intensi- 
fied and generalized by the extension of wage 
parity to trucking operations, which are essen- 
tial in every industry, to all cities and towns. 

2. The distribution and service industries 
are particularly susceptible to influences from 
these wage movements, for Teamsters are in an 
especially strategic position. They can bolster 
the weak bargaining position of many of these 
workers. Here it is literally true that the tail 
can wag the dog. This “dog” cannot plant its 
feet because they are set on wheels. 

3. As parity wage increases are spread over 
much of the economy, they are accompanied 
by price increases in competitive industries 
whenever they exceed the rise in productivity 
and throughout all administered-price indus- 
tries which adopt parity mark-ups to preserve 
their margins of profit. Once prices rise, econ- 
omy-wide wage escalation lubricates the infla- 
tionary mechanism, causing further automatic 
wage escalation. The effects on the level of 
prices, output, and the distribution of income 
and resources are ultimately inflationary.” 
These mechanisms might not be very impor- 
tant if wage escalators were not extremely sen- 
sitive, but Consumers’ Price Index changes as 
small as one half of one per cent will require 
automatic wage changes as often as four times 
a year. Such wage practices reinforce and jus- 
tify the mark-up pricing philosophy, and with 


it the inflationary way of life. 


IMPLICATIONS FOR THE FUTURE 


Centralization of bargaining structure, the 
parity concept, and the entrenchment of pat- 
tern bargaining all presage the future develop- 


ment of : (1) the collective bargaining system 


“There is not space to elaborate on these effects 
nor to refer to the voluminous literature on this ques- 
tion. The author’s position is summarized in “The 
Parity Concept and Destabilizing Wage and Price 
Movements,” Problems in U.S. Economic Develop- 
ment II (New York: Committee for Economic Devel- 
opment, 1958), 111-118. 
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itself; (2) the level and structure of wages. In 
a society as dynamic as ours, ths precise move- 
ment of developing trends cannot be deter- 
mined solely by reference to past events. But 
drastic shifts in our attitudes, institutions, and 
laws can only be expected under more extreme 
pressures than are now present. Prediction is 
hazardous, to be sure, but it is wise to attempt 
to think through where we are heading. 

Bargaining system: The emerging system of 
wage bargaining will be a considerably tight- 
ened version of our present formally decentral- 
ized system. Highly centralized bargaining on 
general wage increases within each of a num- 
ber of industrial sectors seems assured. Most 
of these industrial groupings will be substan- 
tially larger than the groupings that emerged 
in the early 1940’s. The number of unions may 
decline and most will assume a multi-industry 
character. Therefore, any wage decision by one 
of these large groups, bargaining solely for the 
workers in that sector, is likely to have an 
effect on other collective bargaining sectors. 
Although adjusting the national wage level 
through collective bargaining agreements may 
not be formally centralized decision-making by 
union and employer federations as in some 
Western European nations, the degree of co- 
ordination and uniformity of the wage move- 
ments may be similar to theirs. 

The level of wages: The movements of our 
general wage level will be influenced by a wage 
decision in any one of these large “empires.” 
With the widespread acceptance of wage par- 
ity, our general wage increases will also be 
highly coordinated and simultaneous. Thus, 
wage movements may be quite uniform, even 
if bargaining is “decentralized.” Parity itself 
makes wage setting very different from that 
found under truly decentralized collective bar- 
gaining and non-union conditions, Thus, the 
United States may develop an inter-industrial 
sector wage structure that becomes very con-: 
ventional and develops some logic of its own 
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apart from the vicissitudes of the marketplace. 
Great Britain is in some respects already a 
microcosm of what I am describing for the 
United States in the future.” 

Can we conclude that all wage increases will 
reach the parity level? This is unlikely to hap- 
pen smoothly and regularly in a vast economy 
such as ours. The small-scale, highly competi- 
tive industries and the industries employing 
predominantly female labor often cannot, or 
need not, match parity increases in the short 
run. But these industries will be under severe 
pressure to raise their wages after some lag. 
Many of these industries, however, can raise 
neither their productivity nor their prices. For 
these industries, then, a parity wage policy 
may be a constant source of controversy. The 
1951-1957 experience shows that there was a 
large persistent discrepancy between wage in- 
creases in the hard and soft goods industries. 
At the moment, the unions in some of the 
service and soft goods industries have not dis- 
played any insistence on wage parity or the 
equivalent wage increases. But it is only rea- 
sonable to expect that there will be a reaction 
to this situation in the long run. 

Wage structure: The consolidation of each 
of the largest collective bargaining empires 
will soon result in standard union wage scales 
on a national or broad regional basis. Geo- 
graphical differentials, as such, are nearly elim- 
inated in the automobile, steel, and trucking 
industries. Standardization need not imply nar- 
rowing skill differentials, however. Nor do the 
trends lead to a rigid wage structure within 
each industrial empire. The only conclusions 
that can be reached from our discussion are: 
(1) wage structure changes will no longer be 
a result of local pressures but the result of de- 
liberate national administrative policy; and 
(2) the amount of bargaining over individual 


job rates, and union interest in internal wage 


= See H. A. Turner, “Trade Unions, Differentials, 
and the Levelling of Wages,” The Manchester School 
of Economics and Social Studies, XX (September, 


1952), 227-282. 





structures, will continue an already sharp de. 
cline. The same reasons for economizing on 
bargaining for general wage changes apply to 
bargaining over particular wage rates. 


THE EASY WAY 


This system will continue to evolve unless it 
is halted by political measures or industrial 
leaders reappraise it, for it provides both union 
and management negotiators with an easy way 
out of the pressures and risks of frequent bar. 
gaining. Neither management nor unions will 
readily give up the system, for to do so would 
sacrifice three very useful devices: (1) a for. 
mula that insures an annual wage increase and 
eliminates the necessity for bargaining, satisfy. 
ing both workers and top management at the 
same time; (2) a method of making the bargain 
too unclear for workers and top management to 
criticize it effectively; (3) a rationale that 
makes it difficult for the public to criticize the 
wage increases, 

1. It is a method of reducing strikes and 
worker unrest. These are costly to everyone 
and long-term wage parity contracts reduce 
both. Workers become accustomed to some 
gain each year. They are not easily persuaded 
to take the bitter with the sweet, and they are 
not mindful of past favors. Therefore, leveling 
out wage increases in return for a guarantee 
of an annual gain is a good way of forestalling 
unrest. And the workers do not have to strike 
for these wage increases. Top managements 
and boards of directors have become defeatists 
because of the steady inroads made by unions 
in the early days of collective bargaining. They 
still believe that each negotiation is a step in 
an orderly retreat which can be slowed only by 
delaying actions such as long-term contracts. 
These attitudes are not based on the facts. Most 
of the recent changes that the unions have 
“forced” on management are in the area of 
economic security for their members. These 
have not further diluted “managerial preroga- 


tives” or reduced efficiency. 
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2. The centralized, long-term wage decision 
js a form of natural camouflage. The annual 
negotiated increase was something too com- 
pletely and readily grasped as a victory or de- 
feat by the rank and file and the Board of Di- 
rectors who had to approve the deal. The 
negotiators had to make the annual “wage in- 
creases of x cents” less concrete and simple. 
What was done was to make invidious com- 
parisons difficult by changing the duration of 
the contract, and by varying the timing and 
amount of wage increases. Uncertainties were 
also used — especially the escalator clause 
which takes the amount of money wage in- 
creases out of the control of the negotiators. 
Another device, bargaining over a broad unit, 
injected more intangibles into the wage pic- 
ture. At the same time, a more rigid criterion 
is developed. (It should be noted, however, 
that when negotiations do occur, there are 
many areas of flexibility; for example, the de- 
tails of the formula, the non-economic provi- 
sions of the contract. The more sophisticated 
negotiators can develop their quid pro quos. 
If not, there is still room for adaptation in the 
manner in which the contract is administered. ) 

3. The long-term contract and the parity 
concept provide a rationale that protects nego- 
tiating parties from hostile public opinion, an 
advantage important to the largest corpora- 
tions and unions. Automatic increases cannot 
be ascribed easily to the “irresponsibility” of 
the negotiators. Allegedly, they are based on 
general economic trends and on concepts of 
fairness to labor. To the public, they seem to 
be adaptations to other people’s inflation, paid 
for out of rising productivity and hence not 
contributory to inflation. Everyone can see that 
strikes are reduced and industrial relations im- 
proved. 

But an ever growing part of the public also 
sees that the price of this policy is that the eco- 
nomic benefits of rising productivity are chan- 
neled to the parties directly involved rather 


than to society as a whole. The critics, how- 
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ever, are still at a disadvantage in assessing 
blame. The parity pattern is not inflationary 
when adopted in any particular company, but 
it becomes inflationary as it is widely accepted 
in industry. Yet, as long as the largest organi- 
zations use the parity pattern, it will be influ- 
ential enough to be inflationary. 

The reader should note that in many situa- 
tions there are more substantial reasons for 
these wage setting policies, which I have called 
the “easy way out.” The psychological “gim- 
micks” discussed above are only a few of many 
tools in building constructive collective bar- 
gaining and effective administration of unions 
and corporations. Officials of understaffed 
companies and unions may feel that the few 
extra months or more a year they normally 
spend in negotiations can be put to better use 
in improving administration, in developing 
leadership in their organizations, and in 
straightening out a problem plant or local 
union. But perhaps they could continue to bar- 
gain annually and do all these other things 
too—if they had an adequate staff or if they 
developed effective decentralization. Which ap- 
proach is the best and what combination of 
measures is practical, of course depend on 
the situation in each organization. There are 
important longer-term considerations, how- 
ever, that usually have not been weighed in 
the balance. It is to these matters that we turn 
in the concluding section. 


CONCLUSIONS 

We have seen how the changing structure of 
our economy is encouraging a policy of less 
and less collective bargaining on general wage 
increases. At the same time this policy has 
been, and will continue to be, extended beyond 
the limits required by economic forces. It does 
offer solutions and safeguards which seem ben- 
eficial in the short run, but which may be illu- 
sory in the long run. For it has entailed a 
commitment to an overly rigid long-term struc- 


ture for industrial relations which does not fit 
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a dynamic, ever-diversifying, and decentral- 
ized economy. 

Unfortunately, reactions against this system 
of collective bargaining have been manifested 
in ways which can affect managements, unions, 
and the nation adversely. Our society needs 
both rapid economic growth and reasonable 
price stability, but parity forces a choice be- 
tween them. And the small and weak, who are 
very numerous, have been squeezed economi- 
cally for some time by the combination of farm 
parity, wage parity, and profit margin parity. 
If the present system becomes hardened into 
tradition, we risk such legislation as direct 
wage and price controls, detailed regulation of 
internal union affairs, or fragmentation of the 
bargaining system itself. Indeed, there is al- 
ready serious discussion of these restrictions 
on free collective bargaining. 

Lower management and unionists are not 
likely to resist such encroachments very effec- 
tively, for they are not likely to feel very pro- 
tective of a system in which they have little 
meaningful participation. Moreover, unions 
and managements will be weakened by a sys- 
tem that stultifies rather than develops future 
leadership. In such situations, it is very easy to 
aggravate problems by hobbling organizations 
with growing bureaucratization, by smother- 
ing men with misguided executive paternalism, 
and by confining day-to-day collective bargain- 
ing at the plant level to a minimal routine. All 
these will multiply already intractable indus- 
trial dissatisfactions. Naturally, our collective 
bargaining system’s greatest strength — “the 
power of agreement’”””’ — will atrophy at the 
grass roots—where it is most needed. This pil- 
lar of our democratic society will weaken with 


the decline in meaningful authority for desir- 


8 The case for genuine collective bargaining at the 
grass roots has been most eloquently expressed by 
George W. Brooks, “What Will Collective Bargaining 
Look Like in Twenty Years,” The Next Twenty Y ears 
in Industrial Relations. Papers presented at the Twen- 
tieth Anniversary Conference of the Industrial Rela- 
tions Section, Department of Economics and Social 
Studies, Massachusetts Institute of Technology, Cam- 
bridge (November 1, 1957) pp. 3-25. 








able innnovation and genuine responsibility, 
We should, therefore, explore alternatives that 
do not entail risking undesirable consequences, 


Developing Some Needed Correctives 


The only widely discussed alternative to the 
“easy way out” is legislation to compel decen. 
tralization of bargaining—not a very realistic 
alternative, for the parties themselves are bet. 
ter able than is Congress to determine their 
structure of bargaining. It would not matter 
whether legislation restricted the area of bar. 
gaining to the individual plant, or company, or 
local area; for only the facade of negotiations, 
not genuine decision-making, could be pre. 
scribed by law. We have shown how one struc- 
ture is often independent of the other. Even 
more elaborate schizophrenic structures are 
likely if such artificial restrictions are imposed, 

Any superficial decentralization could be 
worse than useless—a meaningless make-work 
project—a social waste of the extra negotiating 
manpower, paper, printing, and transportation 
resources. But even if some true decentraliza- 
tion should occur, we would still not have de- 
veloped competent, responsible leadership at 
the plant level. 

There is no quick and easy solution to the 
decline of collective bargaining. The only way 
out of the “easy way out” is the “hard way 
out”: (1) bargaining as frequently as eco- 
nomic conditions change significantly; (2) 
making separate decisions for units with sig- 
nificantly different needs; (3) diffusing au- 
thority and responsibility sufficiently to make 
these lower level decisions meaningful; (4) 
building uncoerced teamwork and natural lead- 
ership wherever possible at lower levels. The 
sophistication, ingenuity, and flexibility used 
to develop the easy way could surely be applied 
to modifying the system in the ways indicated 
above. There is no reason to doubt that such 
a program could be inaugurated if we strive 
for its accomplishment. The resources are 
available and the environment is favorable. 
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A number of current conditions make this a 
most propitious time for taking steps to re- 
yerse this decline of wage bargaining: (1) the 
legal framework within which the large unions 
and corporations operate does not oppress ei- 
ther side; (2) we have emerged from a “sellers 
market” and the dangers of rapid inflation are 
slight; (3) there is now enough experience 
with bargaining under these balanced and 
stable conditions so that negotiators can be- 
come accustomed to facing longer-term reali- 
ties of their specific situations; (4) there are 
ample resources for developing men able to ne- 
gotiate and administer contracts. But especial- 
ly important to action now is that the longer 
we live with long-term contracts, centralized 
bargaining, and pattern bargaining, the more 
used to them we will grow and the harder it 
will be to jettison the system. 

What is lacking now is the motivation for 
abandoning a set of gimmicks that “work” as 
long as present irrationalities stand intact. In- 
dividual courage, much effort and patience 
will be required to teach harried top man- 
agements and apathetic rank and filers that, 
in itself, bargaining is an opportunity and not 
a problem. As the necessary motivation is like- 
ly to be inadequate until the eleventh hour, I 
would like to make a few suggestions for eas- 
ing the transition into the “hard way.” 

® We must not only use, but persist in the 
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use of a gradualist approach. This time 
will not be lost as the transition cannot 
proceed very far or fast in the early stages. 
It should be undertaken only when intra- 
and inter-organizational coordination and 
economic conditions indicate it is timely. 

¢ A first step would be a reduction in the 
interval between wage negotiations. This 
will reduce the need for a wage parity for- 
mula. 

® The greatest defect of the parity formula 

can be eliminated by allowing escalators 
to operate only after there has been a sub- 
stantial increase in prices. 

If government economic policy succeeds in 
reducing the rate of inflation, and otherwise 
creates greater confidence and a sense of 
equity, the wage parity pattern will soon break 
up. As this pattern is a major force buttressing 
excessive centralization, its removal will pro- 
vide an opportunity for using newly trained 
middle-level officials. The opportunities for 
these men to exert meaningful influence in 
reaching their own decisions would strengthen 
the men and the organizations involved, create 
more satisfying industrial relationships, bring 
new vitality to the bargaining process, and de- 
velop a structure of wages facilitating a more 
optimal distribution of income, use of re- 
sources, and balanced economic growth. Our 
nation needs more, not less, wage bargaining. 











EDWARD G. KOCH 


Managerial Strategy Through 
Classification and Coding 


Reduction and control of variety help to make the most of auto- 


mation and of engineering resources, and increase operating 


efficiency. Classification and coding is a proven tool for this 


purpose. 


Many of the advantages to be gained through 
automation are nullified by an unnecessary va- 
riety of materials, parts, and tools. The tech- 
niques of scientific management in the form of 
simplification and standardization are useful 
to reduce, as well as to control, variety. 

This article suggests how these techniques 
may be implemented by a logical system of 
classification and coding, and presents case 
histories of variety reduction through classifi- 
cation and coding by manufacturing company 
managements. 

In this discussion, simplification means the 
process of reducing the number of types and 
varieties of items produced or bought. Stand- 
ardization means the process of securing the 
maximum utilization of preferred varieties of 
items after agreement on standards of per- 
formance, quality, composition or dimensions, 
and the application of those standards. The 
close relationship between simplification and 
standardization is readily apparent because the 
very process of reducing variety should auto- 
matically result in the greater utilization of the 
remaining variety. 

SIMPLIFICATION AND 
STANDARDIZATION 
Automation, whether in the form of an elec- 


tronically controlled plant or in the form of 


transfer machines, yields the maximum eco. 
nomic results only when the variety of parts, 
materials and even tools is reduced to a mini- 
mum. Simplification and standardization, con- 
sequently, are essential features of the auto- 
matic factory since they lead directly to longer 
production runs by reducing the parts designs 
and the number of machine setups. The many 
advantages claimed for automation, such as 
saving of direct labor, reduction of work-in- 
process, better manufacturing control, and 
greater machine utilization, are not fully real- 
ized unless products are so designed as to be 
produced from a minimum variety of compo- 
nent parts. These component parts should in 
turn be produced from a minimum variety of 
materials, supplies and tools. The objective is 
maximum ex minimo. 

Simplification and standardization are rele- 
vant to any stage of the productive process, 
from the design of component parts and tools, 
through the purchasing of materials and sup- 
plies, to the planning and production of the 
finished product. Most firms are familiar with 
product simplification resulting from an analy: 
sis of sales distribution, consumer preferences, 
market channels, product profitability, and dis- 
tribution costs. Management is not so familiar, 


however, with the simplification and standard: 





MR. KOCH is Professor of Business Administration, University of Toledo. 
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ization of the materials, components, and tools 
which are required to produce the optimum or 
agreed range of finished product. The creation 
of a new model or product in the design de- 
partment often results in the finished article 
being more complex than is necessary for re- 
quired performance or customer satisfaction; 
and the component parts, materials, supplies, 
and tools are oftentimes of greater variety 
than necessary. Perhaps it is not so obvious in 
manufacturing operations that excessive engi- 
neering and production costs, as well as exces- 
sive capital investment, radiate from the point 
of design. 

The primary cause of unnecessary variety is 
the absence of precise identification and the 
lack of simple means to locate past designs. 
Ambiguous descriptions, fortuitous nomencla- 
ture, and meaningless numbering give rise to 
wasted designs, excessive inventories, and in- 
eficient manufacturing. Similar and even iden- 
tical items designed for different assemblies 
and products, become concealed and often im- 
possible to trace, because of the widely differ- 
ent descriptions which they acquired at the 
design stage. Frequently, new tools are made 
and unnecessary operations performed when 
parts are designed and materials are used for 
which closely similar and even identical ones 
already exist. 

Frederick W. Taylor saw the need for avoid- 
ing these difficulties in the practice of scien- 
tific management.’ Taylor devised alphabetical 
classification and coding which he termed a 
mnemonic system. His followers adopted a 
combination of letters and numerals or ex- 
panded the use of Universal decimal classifi- 
cation and the Dewey decimal scheme. How- 
ever, these systems were found faulty or too 
global for practical industrial purposes. It be- 
came apparent that a classification system, if 

"For a comprehensive discussion of classification 
and coding in the field of scientific management, see 
Production Handbook, L. P. Alford and J. R. Bangs, 


editors (New York: Ronald Press, 1947), pp. 1335 
1374, 
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it were to be effective in actual operation, 
should be tailor-made and should have a spe- 
cific aim in view. Taylor’s great achievement 
was to point to the significance of classifica- 
tion and coding in scientific management and 
to indicate the industrial need for special- 
purpose systems. 


PRINCIPLES 


A special-purpose system of classification 
and coding is only gradually being recognized 
as a logical and systematic approach to simpli- 
fication and standardization. (See Figure 1.) 
Compared with other scientific management 
procedures, the field of classification and cod- 
ing has been left relatively unexplored. There 
are perhaps two reasons: first, the losses stem- 
ming from the lack of effective classification 
and coding are not self-evident, and second, 
the technique of designing special-purpose 
classification and coding systems is fairly new. 
The advent of electric tabulating, integrated 
electronic data processing, “information re- 
trieval,” and automation has renewed an em- 
phasis on the importance of classification and 
coding for managerial strategy. 

The mechanics of developing a satisfactory 
special-purpose classification and coding sys- 
tem is a complex task.” The problem is to de- 
sign a coding scheme in which the numbers 
are not too long, are easily handled manually 
or mechanically, are easily understood by per- 
sonnel, and are suitable for expanded use. 
Many pitfalls and false starts are unavoidable 
unless a set of sound, practical principles is 
firmly established. A few basic principles are 
suggested below. 

The art and skill in constructing a special- 
purpose system lie chiefly in maintaining a 
consistent point of view which, in the general 
affairs and activities of a given organization, 
- See onpenialls Norman T. Ball, “Making a Classi- 
fication System,” in Punched Cards, R. S. Casey and 


J. W. Perry, editors (New York: Reinhold, 1951), 
pp. 379-392. 
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will satisfy the greatest number of users. The 
first principle, therefore, can be described as 
the principle of consistency of point of view. 
The second principle is that of comprehensive- 
ness: the system must cover the entire range of 
items for which it is devised and yet allow 
room for expansion. There must be a place for 
everything. The third principle is that of mu- 
tual exclusiveness. There must be one place for 
one thing. Items are classified and coded by 
what they are, rather than by brand name or 
current nomenclature. The fourth principle is 
that of simplicity: the system must permit its 
operation by non-technical people. The fifth 
principle relates to logical order: the appropri- 
ate order of complexity must be maintained in 
the arrangement of classification criteria, i.e., 
from inexpensive to expensive, from soft to 
hard, simple to complex. 

Many company managements, realizing 
their needs for special-purpose systems, have 
arranged and sorted their items in catalog 
form, of which parts, materials, or standard 
catalogs are illustrations. Unfortunately many 
of these catalogs have been unsuccessful be- 
cause neither the catalogs nor the standard- 
ization programs have been based on sound 
principles.” 


THE CLASSIFICATION 
FRAMEWORK 


The first essential step is a clear and well- 
defined plan to construct the classification 
framework. This requires the determination of 


main classes, as suggested below: 


0000 Organization and administration 


1000 Primary materials 





*The new Federal Catalog System also falls short 
of sound principles. See Supply Management Refer- 
ence Book (Washington, D.C.: Department of De- 
fense, June, 1958), p. 55 states: “The Federal Catalog 
System does not always identify equivalent or inter- 
changeable items under a single Federal Stock Num- 
ber, nor, in or of itself, reduce the number of items 
originally identified in the (supply) system or effect 
standardization of existing items.” 
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2000 Purchased commodities 

3000 Components or parts 

4000 Subassemblies, assemblies, products 
5000 Tools and dies 

6000 Machinery and equipment 

7000 Buildings, services, utilities 

8000 By-products, scrap, waste 

9000 Reserved 


Each main class can be sub-divided into nine 
sub-classes, each sub-class into nine groups, 
each group into nine series and each series into 
nine hundred and ninety-nine sector numbers. 
While the classification system, in every case, 
should be expressly adapted to meet the re- 
quirements of a given company, the number 
of digits allocated does not usually exceed 
seven and any system likely to be used in in- 
dustry can be classified under the ten main 
classes mentioned above. The tenth class and 
digit are reserved for items outside the scope 
of foreseeable expansion. 

It should be noted here that there are many 
different ways of constructing a classification 
framework and of assigning identification 
numbers. There is a school of thought which 
believes that the identification number used 
should be an arbitrary numeric expression, as 
short as possible and perhaps with an added 
self-checking digit. Then, within the file, codes 
can be carried for the various characteristics 
of the classified items.‘ This approach, a form 
of polycoding, is particularly appropriate with 
electronic operations. 

Furthermore, there are different ways of ac- 
complishing the same objective.” For example, 
under the Universal decimal system, a screw 


“However, Ball cautions on p. 379 in “Making a 
Classification System,” as follows: “The presence of 
a code notation does not of itself necessarily mean 
that the concepts coded are systematically arranged 
or classified.” 

* This applies not only to industrial classification 
and coding, but also to classification of knowledge and 
coding in library science. See W. H. Phillips, A Primer 
of Book Classification (London: Guardian Press, 
1955), especially pp. 62-179. 
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with knurled head, Whitworth thread, to draw- 
ing S$.5678, would be classified as shown 
below: 


6 21.882.214.22:621.881.082.21:(S.5678) 


| | 
Screws with knurled head 


Whitworth thread 




















Drawing number 





Classification and coding according to the 
system presented in this discussion would re- 
duce the number of symbols from thirty-eight 
to eight, as follows: 

3344-227 


Components 





Cylindrical straight center line 





Serial index number 

corresponding to 

old drawing 
No.$.5678 





Nonstandard screws 








With knurled head 








The system of classification and coding sug- 
gested in this article is adaptable to small, 
medium-size, or large companies as well as to 


manual, mechanical, or electronic operations. 


IDENTIFICATION 


In establishing and developing classification 
as a tool for simplification and standardiza- 
tion, each item must be accurately and sufh- 
ciently identified according to its nature. Va- 
riety cannot be reduced without knowing pre- 
cisely what variety exists. Faulty descriptions, 
trade names, and proprietary terms cause 
closely similar and even identical items to be 
concealed. For example, Tufnol Kite, Bakelite 
B 152/1, Texolex ZA and Pirtoid MP. 31, are 
all the same laminated plastic resin bonded 
paper tubes. Also, the trade names of F.S.T.., 
S. F. 20, Evershyne B. S., and Maxilvry are 
four among a number of proprietary names 
which are all the same stainless steels. In a 
recent instance eight very similar components 


which could be made completely interchange- 





able were found under the eight different 
names of pin, pivot, spigot, axle, stub, bolt, 
swivel, and stud. 

In another case, thirty-two perfectly plain 
sheet metal discs bore thirty-two different 
names (incidentally, the name disc was not 
used). The same situation pertains to mate. 
rials. Four bins were found in different stores 
of the same plant bearing the inscriptions 
“Kraft paper, brown”; “Paper, Kraft, brown”; 
and “Paper, brown, Kraft”; and they were all 
under different code numbers. In another case, 
production was halted for apparent lack of 
plastic sheets of one brand, when there was a 
large stock of identical material under a differ. 
ent proprietary name, classified under a dif- 
ferent code number. Duplications and con. 
cealed items are also caused by such terms as 


“miscellaneous,” “sundry,” and “etc.” which 
creep into catalogs or code books and often. 


times become the largest individual section. 


CLASSIFICATION 


The next step is classification, i.e., the group- 
ing or arranging of similar items according to 
their common features and subdividing them 
by their essential differences. Accurate identi- 
fication alone is inadequate. The classification 
is ineffective without a painstaking analytical 
approach to determine the requirements of a 
practical classification system. The classifica- 
tion of items by the arbitrary names that they 
acquire because of the functions or assemblies 
for which they are designed frequently creates 
instead of prevents unnecessary items. It is 
essential, therefore, that: 

* Items should be classified according to 
those characteristics or features which are 
permanent. 

® The classification should be such that an 
item is found in one place and one place 
only. Terms like miscellaneous, sundry, 
and etc. are never used. 

* There is ample room in the framework to 


allow for the introduction of new items 
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(like the number in the corner of playing 


















































we down. cards), which immediately reveals similarity 
¢ The classification must be designed from _and interchangeability. 
“we the point of view of the user. . Most industrial codes today are often no 
ae An analogy which illustrates the logic of this | more than meaningless sequential numbers or 
ag: approach is offered by the game of Bridge. _a mixture of letters and numbers mainly with- 
nails Most people, when amen what they do first out significance, unequal in length, and not 
uti after picking up their cards, would say that insured against breakdown because of insufh- 
sien they sort them. This is not so. The first thing cient space to introduce new items within the 
wath they do is to examine what they have. In short, range of numbers allocated. As a key to sim- 
os al they identify what they have in their hands. plification, the code should be easily under- 
a Only when they know what they have do they stood and interpreted. It should provide the 
eal sort or arrange their hands. Although each of _ means of controlling variety by facilitating a 
oat the four players may sort his cards differently, | quick comparison of all proposed new items 
liffer. each sorts them from his individual point of — with similar existing variety so that superflu- 
a dit. view, according to the permanent characteris- | ous items may be eliminated and unnecessary 
oul tics of each card as to color, suit and value —_ designs prevented. For a useful system adapt- 
wit with the objective of being able to find quickly —_ able to electronic data processing, electric tab- 
which what he wants at the time he wants it. Simi- _ulating, or mechanical sorting and recording, 
én larly, a systematic classification enables acom- __ the code numbers themselves should be wholly 
ile pany management to compare what it has with — numerical and of constant length. Each digit 
what it wants. While accurate verbal descrip- _—_ should carry a significance by virtue of its 
tions are required for correct identification, position and its value (see Figure 2). The code 
TOUp: their phrasing and length make comparisons —_ number becomes not only a description of the 
ing to unsatisfactory. Therefore, it is advisable to item, but also an identification, location, and 
Hine symbolize the classified descriptions by a code sorting number. 
denti- 
ad FIGURE 2 
ytica 
s ofa HOW DIGITAL SIGNIFICANCE REVEALS SIMILARITIES 
sifica- All B.S.W. Screws to B.S. 450 +x Itong 
it they 13 —O § 3 2213-153 
nblies Commodities ly Mild Steel 
Fixings or ino s 3 ‘dia. x I" long Cadmium Plated 
— B.S.W. Metal Thread || Slotted B.S. 450 
Tt is Screws — Cheesehead Bright mild Steel 
ing to $214— 06069 2214-753 
ch are Screws —-Round Head Brass,Plain Finish 
_ 15—4 2215 —-85 3 
| 2 Screws — C'sunk 90°Head al t . Stainless Steel Brass, Nicke! Plated 
undry, 
Le | NOTE: The code numbers should be wholly numerical, 
ork to 


of constant length and each digit should carry a significance 


items by virtue of its position and its value. 
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PREFERRED AND NONPREFERRED 
TYPES AND SIZES 


Classification must take account of those 
types and sizes of materials and commercially 
available purchased items which, from the 
user’s point of view, have the greatest poten- 
tial use. Scheduling of the preferred types and 
sizes constitutes the first step of establishing 
company standards around which the designer 
is encouraged to design, and which are used 
without higher approval. The remainder are 
the nonpreferred types and sizes, the use of 
which is discouraged. These should be elimi- 
nated by consuming in production or mainte- 
nance, by reprocessing, or by liquidation. 
Their reordering or restocking is avoided 
through control by the director of the company 
code manual. Thus the schedules of preferred 
and nonpreferred varieties express a com- 
pany’s policy of simplification and standard- 
ization tailored to its own specific require- 
ments. 

A system of classification and coding, de- 
signed on the basis of these principles and with 
these objectives in view, reveals whether the 
retention of certain items is justified; whether 
there are redundant materials; whether a com- 
ponent about to be designed does in fact al- 
ready exist; whether, if no present component 
is suitable, a closely similar part could be 
used; whether existing tools are usable or ob- 
solete tools are reworkable; and whether there 
is duplication of items. In the case of one com- 
pany, a considerable duplication in stocks of 
insulating tape was uncovered by converting 
the original meaningless stock numbers into 
significant code numbers; variety was reduced 


by nearly 30 per cent. 


CLASSIFICATION BY 
DESIGN FEATURES 


Excessive variety occurs not only in mate- 
rials and commercially available purchased 


items but also in the design of individual piece 
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parts which are created as new products are 
designed and developed. Few industrial mana. 
gers would deny that closely similar and even 
identical parts are designed and _ produced 
within their companies because they lack the 
control mechanism for quickly tracing all simi. 
lar parts of their drawings to make certain that 
there are no existing suitable ones. 

The classification of designed parts under 
their titles or generic terms such as pins, spin- 
dles, shafts, collars, brackets, and levers, has 
often been attempted. Standard terminology 
does not suffice because there is no clear dis. 
tinction between a bracket and a support, a 
lever and a link, or a collar and a sleeve. To 
describe a plain single diameter pin, 111 sepa- 
rate names were found among the drawings of 
four different manufacturers (see Figure 3), 

Designed parts should be classified or 
grouped by their design features. In some in- 
stances the predominant feature may be shape; 
in others, the given part name may clearly 
identify the item, as illustrated by a gearwheel 
or a nameplate. By classifying individual piece 
parts according to their permanent basic char- 
acteristics and proceeding systematically from 
the general to the specific, small groups of 
closely similar drawings are brought together, 
irrespective of the existing names, functions, 
or assemblies for which they were designed.’ 
Through the mechanism of a numerical code 
designed to symbolize these characteristics, 
and through the medium of a coded catalog 
of all such drawings, the designer is provided 
with a simple and foolproof method for locat- 
ing all drawings of parts similar to the one he 


is ready to design. If a suitable one does not 





—_—_ 
= 


Pin 
Pin hi 
Peg 
Locat 
Dowe 
Brush 
Valve 
Canoy 
Rolle: 
Pivot 
Brush 
Plug 
Spind 
Stop 
Rolle: 
Plung 
Conne 
Trunr 
Elect: 
Pin p' 
Pin ai 
Pin ¢1 
Drive 
Pivot 
Plain 
Dowe 
Wire 
Bond 
Sealir 


Inter 


| Start: 


exist, the availability of all similar parts allows 


the designer to consider the possibility of a 
new design fulfilling not only the new function, 


but also that of one or more of the existing 

In one case, a company adopted this procedure 
for both domestic and foreign operations and so far 
has found that 3 per cent of the individual piece parts 
in inventory were duplications and 8 per cent were 
obsolete. 
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; allows 


For example, two components of a company 


were exactly identical with the exception that 


larities even though there was an eight-year 
span between the two designs. This is not an 


'y of @ one was left-hand and the other right-hand by _ isolated illustration; it is found all too often 
inction, —_virtue of countersinking. If the drawing of the in modern industry. 
xisting first part could have been located (which was 


rocedure 


not possible under the original numbering), 


COMPANY CASE STUDIES 


d so 0 the first part could have been countersunk on The discussion now turns to three actual 
pce paris : —— , ‘ ° ° 
int were 20th sides, thus eliminating a second design company cases for evidence of practical results 


and second pattern. A significant coding sys- 


from systematic classification and coding. 
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® The first case study describes the steps 
taken by Company X to initiate a program of 
variety reduction for the components used in 
the mechanical equipment which it produces 
and sells. Company X defined a component as 
“any single piece part in its detail form which 
has been designed by our own drawing depart- 
ment; this excludes both purchased shelf items 
and sub-assembly items.” 

The Company X design department library 
contained about 200,000 drawings, 120,000 of 
which were component detail drawings. The 
rate of growth approximated 8,000 to 10,000 
new drawings a year. So as to insure maximum 
economy in product design, tooling, and manu- 
facture, the maximum usage of existing com- 
ponent parts should have been achieved dur- 
ing the design of each end product. For this 
reason the design detail records for previously 
similar produced components should have 
been readily and promptly available. 

It became apparent that the method of clas- 
sification used by the company did not accom- 
plish such purpose. This classification system 
was based on an alphabetical index of compo- 
nent titles—a method still widely used in in- 
dustry today. 

X discarded this 


method and converted to a system of classifi- 


Company inadequate 
cation based on the design features or charac- 
teristics of the components. The classification 
and coding covered a period of about one year. 
To facilitate the work of classification, all the 
company’s drawings were photographically re- 
duced to a standard print size of 5 inches by 
71% inches and conveniently filed in standard 
metal cabinets. These prints were systemati- 
cally classified in such a manner as to enable 
the designer or engineer to build up from a 
Component Code Book, by the progressive de- 
scription of the design features or character- 
istics, the classified code number for a detail 
part either identical or closely akin to that 


which he requires for his new design. He then 


refers to the standards reference library and 
quickly obtains complete information regard. 
ing a range of existing items available within 
the class in which he is interested. In the com. 
pany’s experience, a designer or engineer 
could now be supplied with this information 
within about thirty seconds of describing his 
requirements. 

It is now a policy of design procedure that 
any existing component data must be referred 
to before incorporating any completely new 
component into the design of a new product. 
Existing parts must be used whenever possible 
without interfering with the proper function. 
ing of the product. No new drawing is started 
or approved until a search is made to uncover 
an existing component which would fulfill the 
purpose. Consequently, there is a complete con- 
trol of duplication. Strict adherence to this 
principle avoids the cost of designing, detail- 
ing, tooling, planning, purchasing, scheduling, 
and storage associated with every new part. 

On the simpler parts having six to twelve 
dimensions, the savings were about $250 each. 
On the more complicated types of components 
the savings ranged upward from $2500 each 
depending upon the amount of new tooling re- 
quired. When the standards reference library 
had been in full scale operation for a year, it 
was found that the designing and detailing of 
a new component had been prevented as often 
as 20 to 30 times a week by successfully rec- 
ommending an existing one. Based on a mini- 
mum saving of $250 a component, Company X 


experienced an annual rate of saving between 
$250,000 and $375,000. 


® Company Y adopted systematic classifica- 
tion and coding covering materials, fixings, 
and fastenings. 

The company produces a wide variety of 
components in comparatively small runs. It 
has two distinct lines of manufacture in refrig- 


eration equipment, and elevators and escala- 
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tors. The two lines are handled in separate 
design departments but all pass through one 
manufacturing organization with common 
stores and inventory control. Before a mean- 
ingful coding system was introduced, two cata- 
logs were carried, one of which included all 
raw materials, studs, nuts, bolts, screws, and a 
variety of purchased finished items. 

The company management became aware 
that stocks were held of very similar, if not 
identical, items. It was decided, therefore, to 
undertake a thorough analysis of stocks and to 
carry out full scale systematic classification 
and coding under a simplification and stand- 
ardization program. The introduction of a 
completely new system of identification or 
numbering did cause some disturbance at the 
start, as always happens with any change in 
business procedures. Company Y found that 
after some initial opposition, because of incon- 
veniences and fear of disorganization during 
the transitional period, enthusiastic support 
was forthcoming. The design departments ap- 
preciated the advantages of being able to find 
quickly what was carried in inventory. The 
stores and stock control departments realized 
the advantages in bringing like materials to- 
gether and reducing variety. 

The actual work of analyzing the details of 
all materials, fixings and fastenings soon dis- 
closed the deficiencies of the current catalog. 
This exercise in itself forced the company to be 
‘precise in stating which specifications were 
really required and commanded the attention 
of the design director. 

Company Y had about 5,400 different mate- 
rials in stock and 3,800 stock fixings and fas- 
tenings. The work involved in changing to the 
new coding system extended over a two-yeat 
period. The change-over to the new numbering 
method could not be started until details of all 
materials originally stocked had been classified 


and coded. Before the design departments 


STRATEGY: CLASSIFICATION, CODING 


65 


started listing items under the new numerical 
code, all cards in the stock control system had 
to be rearranged in sequence of the new num- 
bers and conversion lists provided to all de- 
partments so that they could easily convert 
from an old to a new number or the other way 
around. The rearrangement of materials in 
stores was not effected before the date of the 
change-over, but the storage bins were marked 
with both numbers and the rearrangement took 
place gradually. 

Finally, the company assessed the benefits 
derived from the adoption of the new system. 
Material stocks were reduced from 5,458 items 
to 3,829 or nearly 30 per cent. Fixings and 
fastener stocks were cut from 3,783 to 2,864 or 
almost 25 per cent. To the substantial reduc- 
tion in inventory investment, the savings in 
storage space and costs is added along with the 
ease in finding, recording, and issuing the ma- 
terials. Anothe: important side effect is that 
when the stock zontrol department submits a 
requisitio. the purchasing department, 
there is no doubt about what is required and 
it is not left to the imagination of a member 
of the purchasing department to order his in- 
terpretation o/ .he requisition. Moreover, the 
new coding system simplifies purchasing pro- 
cedures and facilitates more economical com- 
modity buying. 

An officer of Company Y made this state- 
ment: “I think perhaps the best evidence I can 
give for the success of the new code system is 
that when management proposed to extend the 
system to components, some of the most en- 
thusiastic supporters of the plan were the de- 
sign department, stores, and stock control 
staffs, as well as the buyers in the purchasing 
department.” 


® Company Z also installed systematic clas- 
sification and coding. Here are examples of 


their reducti:.a in specific varieties: 
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Original Per Cent 
No.of Reduced Reduc- 
Example Varieties To tion 
Bright mild strip 863 505 41 


Spring steel wire gauges 39 16 59 
Brass rod, B. S. 249, 


up tol in. diameter 55 29 47 
Bright mild steel rod 63 29 a4 
Oils and greases 223 108 52 
Paints, thinners and 

powders 600 278 24 


Thus in practice, companies which adopt a 
meaningful system of classification and coding 
are able to reduce substantially the variety of 
items produced and purchased outside. Expe- 
rience shows that variety reduction averages 
33 per cent—8 per cent at the identification 
step and another 25 per cent at the simplifica- 


tion step—as illustrated earlier in Figure 1. 


CONCLUSION 


Systematic classification and coding pro- 
vides, therefore, a logical and solid foundation 
upon which to base a simplification program 
for the automatic factory or for just basic en- 
gineering economy and production efficiency. 
Variety can be reduced and, equally important, 
. controlled. Each variety will normally require 
a minimum stock and, for every variety elimi- 
nated, there is no need to increase the holdings 
of the remainder proportionately. A more 
economical inventory can be established and 
maintained; fewer bins are required; storage 


space is saved; a tidier stores layout is 


achieved, and the annual cost of holding inven. 
tory is reduced with consequent improvement 
of return on investment. 

If items are stored in code order, a greatly 
improved stores layout is obtained. The loca. 
tion of each item is greatly facilitated since, in 
addition to identifying and describing each 
item, code numbers are, at the same time, loca- 
tion (bin) numbers in stores, and cross refer. 
ence files are eliminated. Time required to take 
inventory is shortened. Where mechanized ac- 
counting or electronic computers are in opera- 
tion, record keeping is simplified and greater 
analytical information is obtained. 

The technical skill and experience of de- 
signers are not curbed and the introduction of 
new materials is not deterred providing they 
are fully justified by technical improvement, 
better machinability or cost reduction. Design 
developments and engineering changes which 
are fully justified follow regular procedure but 
the numerical code, which provides a quick 
means to locate all existing similar drawings, 
prevents unnecessary parts from being de- 
signed by insuring that only essential new ones 
are created. 

In the modern industrial scene, unnecessary 
variety needs to be eliminated and _ products 
need to be designed and produced from a mini- 
mum variety of materials and parts, with the 
aid of the minimum variety of tools and sup- 
plies, while at the same time improving sales 
appeal. To achieve this objective, systematic 
classification ard coding must have high pre- 


cedence in managerial strategy. 
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FELIX KAUFMAN 


EDP and the Disenchanted 


Is disillusion with electronic data processing justified? 


Because there was so much fanfare when 
people first began to consider electronic data 
processing, it was natural that a tool with such 
radica! possibilities would be watched with 
great interest. Electronic data processing has 
beer. evaluated through rumor and gossip, and 
in management literature almost from the mo- 
ment the first user pushed the start button. 
Over a period of two to three years, observa- 
tions, gossip, and surveys have blended with 
prejudice and hastily-drawn conclusions to 
form a general impression of the relative suc- 
cess and failure of EDP. One can hardly escape 
observing a certain note of disappointment in 
the evaluations he hears and reads, 

| have been most interested in this disen- 
chantment and have continuously compared 
the generally emerging picture with my own 
image of EDP. Much of the disenchantment— 
though not all—I believe stems from distor- 
tions caused by irresponsible observation and 
lack of insight into the general and specific 
problems of planning and implementation. 

Accordingly, I shall attempt to put some of 
the success and failures of EDP into a more 
reasonable perspective. I do this on the basis 
of my own experience, which includes seeing 
new EDP situations every week, intermittent 
but frequent contact with a variety of oper- 
ating installations, continuous contact with all 
of the prircipal manufacturers and other ob- 
servers, and on a never ending examination of 
a constantly increasing volume of literature. 


How can success or failure be measured? In 


the electronic data processing business, there 
are some generally accepted reasons for using 
a computer and these, of course, are the ob- 
vious yardsticks of success or failure. To enu- 
merate: 


* An important motivation for changing 
systems is the expectation that clerical 
costs will be reduced. 


The new system should provide better 
data, either by its ability to manipulate 
information previously available, or be- 
cause it can provide useful facts not for- 
merly available. 


The new system provides additional bene- 
fits by improving the timeliness of data. 


Given these as criteria, how does one go 
about measuring the effectiveness of systems? 
Obviously, the best way to get the feel of what’s 
going on is to conduct a survey based upon a 
careful evaluation of what many users have 
accomplished. 

This would pose many difficulties, not the 
least of which would be a definition of some 
standard of efficiency to provide a common 
starting point and the selection of a valid 
sample. But of more immediate concern in try- 
ing to assess the effectiveness of EDP is the 
fact that, to my knowledge, such a study has 
not been undertaken. 

Accordingly, I must caution readers that 
what I have to say and what others have said 
and written is an assessment of the mood of 


the electronic data processing field. It has been 
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a ppermerens as: 
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arrived at by formal and informal discussion 
with users, manufacturers, consultants and 
others, each of whom has his special point of 
view, and must lack, to a greater or lesser ex- 
tent, complete objectivity even concerning his 


own relatively narrow view of the total scene. 


THE MOOD OF THE LITERATURE 


An important element in the mood of the 
field—and in my impression of that mood—is 
of course the literature in the field. 

“Assessment” articles began to appear dur- 
ing the Autumn of 1958, starting with an 
article in the Harvard Business Review.’ Its 
title, “Never Overestimate the Power of a Com- 
puter,” foreshadowed what we were about to 
hear from others taking the electronic data 
processing pulse. Shortly thereafter, a set of 
statistics collected by a consultant’ were widely 
publicized and these have on at least two oc- 
casions during 1958, been quoted by popular 
publications. These statistics merit some analy- 
sis and I will do this later. 

About the same time, Fortune’ had a piece 
dealing with management’s indifference in 
dealing with the entire body of costs not enter- 
ing into the “cost of goods sold,” of which of- 
fice costs were emphasized as a major segment. 
It is worth noting the major points made by 
this analysis: 

1. It cited the traditional indifference of top 
management to the office and distribution cost 
areas. 

2. It doubted that there are many cases 
where more information is needed. This was 
in connection with the claims made for elec- 
tronic data processing’s ability to produce 
more information. 

3. It quoted a consultant who seemed to im- 

1 Lewis, R. F., “Never Overestimate the Power of 
a Computer,” Harvard Business Review (September- 
October, 1957). 

* John Diebold, Address to New York City Control 
of the Controllers Institute of America, March 13, 
1958. 


* Stryker, Perrin, “What Management Doesn’t Know 
Can Hurt It,” Fortune (November, 1957). 


ply that there ought to be an important lesson 
in his own experience in “never recommend. 
ing a computer.” 

4. It suspected the direction given electronic 
data processing programs by controllers, as 
well as their efforts in controlling costs in their 
own backyard. 

5. It cited what has now become an old saw 
(do a study for electronic data processing pur. 
poses and you'll discover major benefits with- 
out going to a computer) as evidence of the 
need for attention to basic improvements with. 
out mechanization. 

In general, this article was not favorable to 
the computer cause. 

More recently, we have had a survey article 
in Business Week,‘ which seems to me to be the 
best assessment to date. It acknowledged many 
‘false starts and mistakes,” attributing them in 
the main to management errors stemming from 
the difficulties in spawning and directing a 
project which has unusual internal implica- 
tions, places stress on established organiza- 
tional relationships, and wants skills not pro- 
vided by the previous experience of people 
assigned to the task. This article concluded on 
a very hopeful note. 

Most recently, the “how-are-we-doing” type 
of note appeared in Time.’ Bad management 
was cited again and the accountants’ role 
questioned. Equipment came off relatively un- 
scathed. 

This is by no means the entire story. In gen- 
eral, however, the points made in other articles 
have been about the same and, as often as not, 
have reflected corridor conversation at conven- 
tions. 

What are the main points developed by this 
collective assessment? I would say they are as 
follows: 


® Most failures are due to bad planning. 
The evaluations of these failures, how- 


ever, have not explored in depth the rea- 


* June 21, 1958 
° January 26, 1959 
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sons for bad planning. None, to my knowl- 
edge, has explored bad planning as a 
likely prelude to geiting into electronic 
data processing. 


¢ The equipment by and large has been 
satisfactory, although there are some ex- 
pressions of dissatisfaction encountered 


about failure to provide specific abilities. 


¢ The manufacturers have oversold the 
product by exaggerating computer skills 


and by understating or ignoring costs. 


This is the background against which I 
would like to consider the question of failure 
and accomplishment. In general, the mood is 
primarily one of disillusionment because early 
expectations were not fulfilled, but this is not 
necessarily accompanied by a sense of disap- 


pointment concerning the future. 


EXTENT OF EXPERIENCE 


Before proceeding to a more extensive con- 
sideration of the question, I would like to con- 
sider the extent of the evidence available for 
judging progress. This will at the same time 
serve to comment about the validity of sta- 
tistics thus far employed to evaluate success 
or failure. As of the beginning of broad assess- 
ments of electronic data processing progress 
late in 1957 and early in 1958, the picture of 


use was about as follows:” 


Type of Installation Numbers in Use 
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The important qualifications to this use pic- 


“In late 1958, the picture was somewhat as follows: 
Type of Installation Numbers in Use 


IBM 702 ll 
IBM 705 95 
Univac I 60 
IBM 650 800 


Datatron 205 100 
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of machines with the full scope of electronic 
data processing capacity—large internal mem- 
ory and extensive magnetic tape facilities— 
the IBM 705 was predominant. Since the first 
delivery of that machine was made early in 
1956, the average 705 installation was about 
18 months old on January 1, 1959. This is 
hardly long enough to put an integrated pro- 
gram on the air. (2) Of the group of major 
machines, about 120 in total, a substantial 
number were in use by government. In general, 
these systems are not subject to the same tests 
of effectiveness as commercial systems and 
should not be included without extensive quali- 
fication in an overall evaluation. (3) Of the 
group which is largest numerically, the smaller 
drum machine, the IBM 650 is dominant. Most 
of these machines, however, were card input— 
card output devices, since systems using mag- 
netic tape were not delivered until 1957. 

The conclusions one can draw from this pic- 
ture are as follows: 


© There were less than 100 full fledged 
(large scale) commercial systems in early 
1958. They had an average age of about 


one year. 


The smaller machines, being predomi- 
nantly card dominated, were not of the 
type to make a real mark on the overall 
systems of which they were a part. 


In my opinion, the statistical evidence of a 
year and a half ago was slim. Moreover, the 
oft-quoted survey I have mentioned earlier 
based its conclusions on 300 responses. If these 
tended to represent an evenly distributed 
sample of the installations then in operation, 
the influence of major systems was very slight 
indeed. I conclude that our surveys to date are 
based upon evidence collected too early in the 
game. 

However, although one may accept this 
qualification of the quantitative evidence, I 
must still deal with the general feeling that we 
are off to a slow start and that this is not com- 
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pletely exonerated by the infancy of the field. 
Therefore, the goal of this paper now is to con- 
sider the why and wherefore of disillusion- 
ment, given the absence of a body of conclu- 
sive evidence to repudiate that mood. 


RIGHT TO FLOUNDER 


I am surprised to find that all evaluations 
imply a higher order of competence for man- 
agers in general than we really ought to expect. 
I do not see that we have a good precedent for 
judging progress according to what progress 
would be if everyone knew what he was doing. 
May I call your attention to a point of view I 
describe by the term Coefficient of Institutional 
Friction. According to this, no organization 
ought to be evaluated according to that ideal 
of efficiency which systems men try to design 
into a procedure and managers feel they are 
always striving to achieve in practice. All or- 
ganizations I know of operate around some 
level of inefficiency. The norm is forever a con- 
dition capable of much improvement. Poor 
organizations have more than normal inef- 
ficiency; good ones have less. I assume both 
types have acquired computers and I see no 
reason why the organizations with a tradition 
for doing things the hard way should change 
their stripes for this type of venture. 

Accordingly, I come to the conclusion that 
some among the users are not capable of 
an efficient transition even though they may 
eventually produce what for them is a better 
system. This is hardly a weakness of electronic 
data processing—neither the equipment nor 
the concept. It is fulfillment of the normal 
range of expectations when the full range of 
talent—and lack thereof—tackles a major 
project. 


ELECTRONIC DATA PROCESSING 
AS A CATALYST 


A hazard in judging an electronic data proc- 
essing program on its face is associated with 
the foregoing, and also associated with the now 


famous proposition that a good survey can do 
so much without using a computer. This prop. 
osition certainly seems sound. However, as 
systems men will generally testify, we have all 
had experience with many situations where ob- 
vious improvements are long overdue, but can- 
not be achieved because of internal differences, 
organizational barriers, and other obstacles, 
In fact, in many cases we would just like per- 
mission—which we cannot get—to investigate 
some of these areas. 

There are some situations—and I know of 
them—where electronic data processing has 
been undertaken by management knowing that 
it was the only effective way to eliminate 
archaic practices and modernize operations, 
even though careful analysis would reveal that 
other methods, perhaps less expensive, would 
do the job. The other methods lack impact and 
run the ever present risk of being corrupted 
after the existing organization gets its chance 
to mold the new system into its own image. In 
these cases, electronic data processing is being 
employed as a catalyst to facilitate change that 
will not otherwise occur. I think this is more 
often the case than most of us are willing to 
concede. 

It is also worth mentioning that one of the 
most maligned early systems—one that has in- 


fluenced the mood of the literature—was in- 





stalled as a result of management’s feeling that 
it was the best way to produce desirable or- 
ganizational change. However, outsiders view- 
ing its sluggishness in producing clerical cost 
savings and other obvious benefits, concluded 
that its sponsors just didn’t know what they 


were doing. 


ORGANIZATIONAL PROBLEMS 
The same kinds of problems that prompt 


some managements to install electronic data 
processing for dramatic effect prompt others to 
proceed in the opposite direction. Perhaps the 
most common complaint about electronic data 


processing systems design is its tendency to 
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superimpose itself on existing methods of re- 
porting and cumbersome manual methods. In 
this framework, it replaces some form of mech- 
anization to produce a more elegant but not 
necessarily cheaper system. This approach is 
the favorite whipping boy for the critics. I 
think I can say a kind word even for those who 
have taken this tack—that is, if they knew what 
they were about when they did it. 

What’s right about this approach? I am con- 
vinced that all our talk about the necessity for 
breaking down departmental barriers treats 
too lightly the problems of the man who has to 
do the breaking. It’s not an easy task and our 
trailblazer may know what he’s up to when he 
uses the “infiltration” method—which means, 
get the system for modest, undramatic changes 
and then grow into other things. Obviously in 
the early period of such use, nothing sensa- 
tional will happen to distinguish the system 
and it probably will be criticized. 

Since this is the tack the unimaginative will 
also take, it is admittedly difficult to distinguish 
the bungler from the cunning fellow who pro- 
ceeds this way deliberately. 

I think criticisms of the accountants’ role 
flow to some extent out of the delicacy of these 
organizational problems. In my experience the 
accountant is frequently aware of the oppor- 
tunities lying outside of his own domain, but 
must give very careful thought to his modus 
operandi when he appears to be intruding into 
someone else’s bailiwick. His life is further 
complicated by the integrating possibilities in- 
herent in electronic data processing, since we 
cannot dismiss the controller’s problem by 
telling him to shift electronic data processing 
responsibility to other departments. More often 
than not, the well-designed system should em- 
brace his activity and the “outside” one and 
the latter may flow logically out of the former. 

I must also add that many prospective users 
have created steering committees which appear 
to include the kind of non-accounting point of 


view the controller’s critics say is needed. Not- 
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withstanding the inherent usefulness of this 
kind of representation, I would say, without 
hesitation, that I have not encountered the en- 
lightened attitude among production men and 
engineers that some imply we should find. If 
anything, they have had less opportunity than 
the controller to become acquainted with elec- 
tronic data processing possibilities and to pro- 
vide the impetus for a new program. 


ROLE OF EQUIPMENT 


In continuing to cite what I could broadly 
call the extenuating circumstances behind false 
starts in electronic data processing, some con- 
sideration needs to be given to the role of 
equipment. Two points are important. 

1. The experience of a few pioneer users who 
began with systems which we now recognize 
to have been somewhat limited has been 
grossly exaggerated by the literature dealing 
with this topic. The problem was compounded 
by the willingness of these early users to pub- 
licize their programs before results were avail- 
able. Hindsight also tells us that these early 
users had serious adaptation problems to solve, 
which they did not recognize and about which, 
in a sense, they had a right to do some mud- 
dling. Reports about these systems have not 
put them in the proper perspective, consider- 
ing these problems of equipment and planning. 

2. We have been and still are dominated in 
numbers of systems by machines which take 
cards and make cards. These machines are not 
to be belittled. We have, however, tended to 
overlook their limitations. To begin, they are 
only important elements in a punch card sys- 
tem. Therefore, they must be utilized in a dar- 
ing way if they are to seriously alter the exist- 
ing procedures. Since this is not likely to hap- 
pen, the justification for these machines rests 
mainly on the ability to employ them at a lower 
cost on a given volume of work now being per- 
formed by other machines. It is easy to show 
that these computers can experience considera- 
ble difficulty in getting the cost per unit of 
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work down to or below the devices they dis- 
place. 


THE REAL INDICTMENT 


Lest anyone conclude that the purpose of 
this article is simply to whitewash various 
failures, I shall now turn to criticisms which I 
share with others. Notwithstanding all of the 
reasons I have given to explain why manage- 
ment has some right to bungle in this field, 
there are many examples of atrocious planning 
in this business. These cases, mixed indis- 
criminately with the ones that have good ex- 
cuses, account for whatever degree of disillu- 
sionment now exists. 

Why the atrocious planning? This is no 
easy question—and it certainly isn’t merely 
rhetorical, for I have always found the situa- 
tion difficult to analyze and explain. This 
makes it difficult to provide you with a satis- 
factory explanation, but I will try. 

My intuitive feeling is that management has 
approached this problem without the sense of 
humility it requires. Somehow or other, despite 
a flood of articles and speeches on traps and 
pitfalls, management at large has assumed that 
it had the experience, presumably from previ- 
ous systems work, to go into EDP. Accord- 
ingly, in case after case, the work has been 
delegated almost altogether to personnel not 
properly equipped by training or background 
to do the job without appropriate direction. Of 
course, once the job is delegated to weak hands, 
management is in for trouble. Shortly, it will 
receive a report of findings which it personally 
has no competence to evaluate. These are the 
standard preliminaries to a bad system. 

I must broaden the indictment in one respect 
and take sides with the most derogatory litera- 
ture in this connection. Many installations are 
failing to produce predicted savings. This in- 
dicts the systems man on two grounds. First, 
he should have enough experience with “sav- 
ings” to hedge his bets carefully—nothing is 
as elusive as the clerical saving attributed to 


new methods. (Then, why isn’t he more care. 
ful?) Secondly, he does a bad job in the area 
of cost analysis. He consistently ignores or 
understates preparation costs, fails to attempt 
a forecast of future volume, ignores the periph. 
eral system surrounding the machine, under. 
states the cost of permanent staff, and fails to 
time with sufficient care to evaluate the over. 
time requirement. Why? I attribute this failure 
both to poor training and failure to realize the 
importance of the cost analysis. 

Management has also overrated the systems 
role of the manufacturer. On the smaller scale 
involvements with punch card accounting and 
bookkeeping machines, he grew accustomed to 
assistance from manufacturers in basic design, 
The enormous demands now being made upon 
manufacturers for service make it very difficult 
for them to provide the depth required for this 
kind of systems planning. Moreover, what the 
manufacturer provides must necessarily be 
planning oriented to a particular machine, but 
the right planning should be indifferent to spe- 
cific equipment up to a point at least. In short, 
the manufacturer should emphasize his ability 
to discern areas where his equipment might be 
used and to prescribe the appropriate use for 


his equipment, given a broad blueprint. 


CONCLUSIONS 


In summary, this article has attempted to 
assess progress, or lack thereof, in EDP by 
paying more attention to the inherent nature 
of the obstacles and to the complications aris- 
ing from them. As matters stand now, I believe 
the following points describe our present situa- 
tion: 

1. Evaluations of electronic data processing 
progress to date are not scientific. They are 
primarily intuitive and represent a mood 
rather than a measurement. 

2. Such disillusionment as currently exists 
is in some part due to standards of attainment 
which are too high. We have behaved like per- 


fectionists in our evaluations, without proper 
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regard for the substantial difficulties to be 
overcome in programs of this kind. 

3. Many electronic data processing ventures 
have been or are unsatisfactory to a greater or 
lesser extent. This seems to be due to a pro- 
pensity to mismanage this type of project, 


probably resulting from underestimating the 
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skills required or from overestimating the 
value of other types of experience. 

4. Nothing in experience to date points to 
any inherent weakness in electronic data proc- 
essing. With costs falling and experience in- 
creasing, the future is definitely favorable for 
the role of the computer. 





“... machines will never replace the man as tomorrow’s manager. In fact, he will 
have to be a broader, more competent and more unusual man than ever before. He 


will need: 


© A deeper appreciation of the effect and application of technology and mathe- 


matics. 


ness operates. 


A broader understanding of the social and political environment in which busi- 


© 4 flexible analytical mind receptive to change and adaptation and the habitual 


skill of self-learning. 


A scale of values that admits that production is not an end in itself, but is a 


means to the elevation of man to higher levels of life and service.” 


Ernest C. Arbuckle 
Dean of the Graduate School 


of Business, Stanford University 








FRED P. MORRISSEY 


Inflation and 








Public Utility Regulation 


This study shows that returns to utility stockholders have gen. 


erally kept pace with inflation. But it raises the disturbing 


question that reported earnings may be illusory because of 


the inadequacy of depreciation allowances. 


The public utility sector of our economy is 
worthy of close attention by the business com- 
munity because of the magnitude of our re- 
sources devoted to this area. Excluding trans- 
portation, utility assets constitute 20 per cent 
of the total assets of all non-financial corpora- 
tions in the U. S. and they employ directly 
about 1,320,000 persons, or 2.1 per cent of the 
entire labor force. Total revenue of public 
utility companies in 1958 approximated $21.6 
billion or about 6.9 per cent of the disposable 
personal income—a sum perhaps more sig- 
nificant if expressed as $440.00 per family. 
However, it is even more remarkable to note 
that public utilities have been consuming 40 
to 50 per cent of all new corporate security 
issues in recent years, or $5.8 billion in 1958, 
$5.4 billion in 1957 and $4.25 billion in 1956. 
The enormous expansion of physical assets 
combined with the relatively small role of re- 
tained earnings creates this dependence on ex- 
ternal capital. 

Few people are aware of the size of these 
resources controlled by the decisions of utility 
management and regulatory commissions, yet 
the millions of investors in utility stocks are 


as vitally concerned as are the ratepayers and 


employees. At projected rates of growth, $5 
billion to $7 billion of new capital must be 
forthcoming annually to finance this regulated 
industry. 

Utilities are not free to set their own rates, 
Rather, their prices are set by a regulatory 
commission to cover operating expenses and 
taxes and to allow sufficient residual earnings 
for bond interest and compensation for the 
equity investors. Traditionally, the allowed 
earnings have been computed by determining 
a “rate base,” some measurement of the total 
invested capital, and multiplying this by a 
“rate of return’’—a profit rate often 6 per cent 
to 7 per cent. A major controversy has de- 
veloped in regulatory matters over whether the 


‘ 


“rate base” should reflect not only the “original 
cost” of the property but some adjustment to 
reflect the higher current price levels, often 
referred to as the “cost of reproduction” at 
present prices, or “fair value,” some combina- 
tion of original cost and reproduction cost. 
The same effect (increasing the allowed earn- 
ings) can of course be derived by adjusting the 
“rate of return” upwards as well. It can be 
understood readily that without some adjust- 


ment of this nature, the income of the equity 
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fornia, 


holder will tend to be constant in dollar amount 
with the real income declining as price infla- 
tion continues. 

Price level changes in relation to utility 
regulation are not new problems. They appear 
to have been a fundamental issue at the turn 
of the century in Smyth vs. Ames,’ and have 
come to the fore repeatedly since that time in 
every decade. The legal cases are so well known 
they need no listing here. One would expect 
businessmen and the legal profession to be well 
represented in the controversy, but academic 
economists have also taken part and have 
drawn support for economic, accounting, and 
legal theory. Prominent recent participants in- 
clude James C. Bonbright, Eli W. Clemens, and 
Lionel W. Thatcher, who appear as opposed to 
price level adjustments, and Harry Gunnison 
Brown, H. B. Dorau, Joel Dean, William 
Paton, W. J. Graham, and Walter Morton tak- 


ing the opposite position. 


The postwar increase in the consumer’s price 


index from 77 in 1945-46 to 123 in 1958, a 
60 per cent increase, or from 103 when the 
Korean War began to 123 currently, a 19 per 
cent increase, is sufficient reason for a reap- 
praisal of the issue. The prospect of unbalanced 
federal budgets in the next several years and 
the full-employment policies of the Federal 
Government, coupled with the economic power 
of labor’s bargaining position and the acquies- 
cence of employers, suggests continued upward 
pressure on the price level. 

The first question one might ask, however, 
is, “Have utilities been adversely affected by 
inflation?” This, in turn, raises another ques- 
tion: “Are we concerned with the utility com- 
pany itself, the stockholders, the resources rep- 
resented by the physical assets, or even some 
other aspect?” Certainly the issues are too 
broad and complex to cover all in any detail. 
It is proposed to discuss three aspects here: 
The first, a brief report on a statistical study 
of how utility stockholders have fared in the 
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postwar inflation period relative to other stock- 
holders; second, the treatment of depreciation 
as an operating expense; and third, some ref- 
erence to rate base and earnings determina- 
tion. In essence, then, three major problem 
areas of utility regulation will have been con- 
sidered: rate base, expense determination, and 
allowed earnings. 

In answer to the question, “Have utility 
stockholders been able to keep pace with in- 
flation in the postwar period?” a statistical 
study is pertinent. The purpose of this sta- 
tistical examination is not to prove that the 
return to utility stockholders has been ade- 
quate, inadequate, or excessive—it is rather 
merely to determine if they “have kept pace 
with inflation.” To do this, various Moody’s 
stock indexes were studied, including the 24 
utilities, 125 industrials, 200 stocks, 24 rail- 
roads, 15 banks, and 10 insurance stocks, as 
well as American Telephone and 12 individual 
electric utilities included in Moody’s 24 
utilities. 

The product of this study is shown in two 
indexes in Tables 1 and 2 (see pages 83 and 
84). (The statistical method used will not be 
discussed here because it is not essential to 
the exposition but there is a brief summary 
of the technique in an appendix at the conclu- 
sion of this article.) The index in Table 1 is 
merely an index of the earnings-price ratio 
(the relation of the average market price to the 
reported earnings) realized in one, two, three, 
etc., years after purchase over the years 1946- 
1957, adjusted for purchasing power. The fact 
that the index for Moody’s 24 utilities is com- 
monly greater than 100 suggests that investors 
in utilities over this period have kept pace with 
inflation. Similarly, on Table 2 when one con- 
siders the market price in years subsequent 
to purchase, adjusted for purchasing power, 
the evidence suggests a similar conclusion. 
Only in the case of American Telephone and 
Telegraph Company does this method indicate 


investors have not kept pace with inflation. 
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There appears, then, to be support for the 
conclusion that the utility industry (with the 
exception of AT&T) 
pace with inflation, from the stockholders’ 


has more than kept 


viewpoint. This assumes, of course, that the 
analysis above is accepted and that the earn- 
ings are accurately and reliably reported. 

The latter assumption is a debatable one. A 
major expense item in utility rate-making is 
depreciation—and determined, as it commonly 
is, on the original cost of the physical plant, it 
approximates 10 per cent to 12 per cent of the 
operating revenues. Why raise a question of 
this expense item with regard to utilities? It is 
because depreciation carries greater signif- 
icance for utilities than for industrial com- 
panies for several reasons. First, the life of a 
utility plant is typically much longer, and 
hence, as inflation continues, the dollars re- 
covered through depreciation expense are of 
depreciated value in terms of their original 
purchasing power. Second, utility fixed plant 
and equipment make up a much greater pro- 
portion of total assets for utilities than for 
most industrials. Third, industrials have had 
access to the benefits of Section 167 of the 
Income Tax Code of 1954, commonly referred 
to as Liberalized Depreciation, whereas the 
utilities have not been able uniformly to ac- 
quire for their stockholders the benefits of 
this tax deferral (or, possibly, forgiveness) .” 
Finally, it is a fact that non-regulated industry 
has been able to rely heavily on retained earn- 
ings and perhaps completely offset any under- 
statement of depreciation. 

Traditionally, the privately-owned utility 


sector of the economy has been the major area 





*TIt appears that 10 state commissions to date have 
approved accelerated depreciation for rate making 
and have provided for normalization of taxes on the 
income statement. These include Georgia, Illinois, 
Indiana, Kansas, Kentucky, Michigan, New Mexico, 
Ohio, Oklahoma, and Wyoming. On the other hand, 
8 state commissions, Illinois, Maine, Missouri, New 
Hampshire, New Jersey, North Dakota, Pennsylvania, 
and West Virginia, have required the tax differential 
to flow through and affect earnings. California is in 
the midst of extensive hearings on the matter. 


of concern over price-level adjustments in the 
rate base, operating expenses, or rate of re. 
turn (earnings for capital). But there is evi- 
dence that publicly-owned utilities are aware 
of this problem and have in fact taken action, 
In California, the Sacramento Municipal Utility 
District began operations in 1947 and now pro- 
vides electricity to 425,000 people in an area 
of 653 square miles. The District followed the 
practice of accruing depreciation on its prop- 
erties on a straight line method until 1957, 
when it adopted the principle of providing de. 
preciation based on the fair value of its prop- 
erty. The Annual Report for 1957 stated at 
pages 23 and 24: 
In periods of substantial inflation or deflation, be. 
cause of changes in the purchasing power of the 
dollar, depreciation based on cost is not a fair mea. 
sure of the property consumed in operations. This 
‘principle of accounting, sometimes referred to as 
“price level depreciation,” recognizes that a utility 
should collect in revenues an amount to cover the 
fair value of its property consumed in operations if 
the real capital dedicated to the business (which 
for the District is the customers’ equity) is to be 
maintained, 
Accordingly the District provided for depreci- 
ation computed on historical cost, $1,506,624, 
and $665,000 additional to reflect increases in 
the price level, or an increase of 44. per cent. 
The equity of the customers (who are also the 
owners) was increased by a similar amount. 
The British Central Electricity Authority ap- 
pears to be moving in the same direction. A 
Committee of Inquiry, the Herbert Committee, 
which was appointed to review the organiza- 
tion and efficiency of the nationalized electric 
industry, concluded utility revenues should 
cover full cost of the resources used up in sup- 
plying the product, and that this principle re- 
quired the provision of depreciation at cur- 
rent rather than historical costs.’ At the time 
of the investigation the industry had provided 
for depreciation at historical cost, but in 1954- 


55 a supplementary allocation of £10.5 million 


® Report of the Committee of Inquiry into the Elec- 
tricity Supply Industry (London: Her Majesty's Sta- 
tionery Office, 1956), pp. 87-89. 
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to depreciation reserve was made to take ac- 


count of the increased cost of replacing assets. 
It appears that the depreciation based on his- 
torical cost approximated £63.6 million, but 
adjustment for current prices would require 
£80.7 million, or a 27 per cent increase. 

Similarly, the British Telephone Service, op- 
erated by the Post Office, now provides extra 
depreciation based on the current value of the 
assets, rather than on their historical costs. For 
the year 1956-57, depreciation at historical 
cost approximated £27 million and the sup- 
plementary provision added over £16 million, 
or an increase of almost 60 per cent.’ This ad- 
ditional provision required a substantial tele- 
phone rate increase for subscribers. 

The Swedish 


adopted the policy of depreciating capital 


Telegraph Administration 
equipment on replacement value (the book 
value corrected to take account of the decrease 
in the purchasing power of money) beginning 
in the budget year 1951-1952.° The result- 
ing increase in depreciation expense for the 
Swedish telephone industry is not reported. 
But it is recorded that replacement value of 
buildings was taken to be 61 per cent above 
book value, and telephone installation costs at 
88 per cent above book value. This change in 
expense accounting in turn required a sub- 
scriber rate increase for the service. 

Despite the general acceptance in some 
countries that total revenue should cover total 
resources consumed, the utility commissions in 
the U. S. A. have been very reluctant to ac- 
cept “economic depreciation” for rate-making 
purposes. One obvious reason perhaps is that 
it would possibly increase rates in the short 
run, and no regulatory agency will deliber- 
ately provoke this result. Based upon the pub- 
lic ownership cases cited here, it seems that 

‘Annual Reports, 1957-58, Telecommunication En- 


gineering and Manufacturing Association (London) 
pp. 5 and 11. 

*Hans Heinburger, “The Financing of the Swedish 
Telegraph Administration’s Investment Program,” pp. 
0-6. Tele-English Edition, #1-1953. Jubilee Issue to 
the Swedish Telegraph Administration’s Centenary. 


PUBLIC UTILITY REGULATION 77 


publicly-owned electric utilities have been able 
to augment normal depreciation by appropri- 
ating “surplus,” the excess of revenue over cus- 
tomary costs, without specifically increasing 
rates (otherwise a rate decrease would appear 
to be in order), but the telephone section has 
not been so fortunate. Another cause of re- 
luctance is the concern over the uncertainties 
of the value or cost of the plant adjusted for 
purchasing power, the problems of technology, 
efficiency, etc., when replacement cost is con- 
sidered. The Herbert Committee suggested the 
criterion of the real value of resources used 
up, namely, an allocation in any accounting 
period which would provide for the main- 
tenance of capacity to deliver permanently the 
same number of kilowatts as the plant was 
capable of delivering in that period concerned. 
The most important deterrent to general ac- 
ceptance of “economic depreciation” in this 
country, however, is the Federal income tax. 
For several reasons, Federal authorities cling 
to the misguided policy of allowing deprecia- 
tion only on original cost of the assets. There- 
fore, regulatory commissions are free to claim 
that the allowance of extra depreciation ex- 
pense would require a contribution by rate- 
payers in excess of 200 per cent of the net in- 
crease in depreciation expense over original 
cost depreciation. While there is political merit 
in the commissions’ attitude, there may be 
little economic merit. 

Yet we have several decisions which spe- 
cifically favor and authorize depreciation ex- 
pense adjusted for price level changes. The 
Indiana Commission called for a fair value 
rate base and: 


... authorized the Indiana Telephone Corporation to 
accrue depreciation upon the basis of the cost of 
its property, repriced in current dollars; and (it 
should) file its annual report with this Commission 
showing depreciation expense accrued on the basis 
of original cost and on the basis of cost repriced 
in current dollars... .° 


° Decision of the Public Service Commission of Indi- 
ana in Cause #26794 and #26882, January 11, 1957, 
re Indiana Telephone Corporation. p. 12. 
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It might be added that the Texas Supreme 
Court apparently favored a similar position 
when it reported: 

The item of depreciation of a given piece of prop- 

erty appearing in current expenses for rate purposes 

should be closely correlated with the “fair value” 

appraisal of the same piece of property from year 

to year, and the whole should be consistent.’ 
However, since depreciation was not an issue 
before the Texas Court, it did not pass upon it. 

The Iowa-Illinois Gas and Electric Company 
situation merits some comment. The Supreme 
Court of Iowa stated in the Fort Dodge case 
that “depreciation must be calculated for rate- 
making purposes upon the adopted present fair 
value, and not on cost.”™* 

The utility company has followed up this de- 
cision in a manner best described by reference 
to its annual report: 

Our Board of Directors determined that fair value 
depreciation would be accrued to the extent col- 
lected.... We began charging to expense as addi- 
tional, or “fair value,” depreciation a total of $60,- 
000 per month....From June to December, 1958, 
we accrued $420,000 of fair value depreciation ex- 
pense. After provision for income taxes which may 
be payable on the accrual, the balance of $198,800 
appears on the balance sheet in a capital mainten- 
ance account under shareholders’ equity.” 

No one can deny that this is a significant de- 
velopment in utility regulation and financing. 
Further, it represents a substantial departure 
from accepted accounting principles. One 
should not overlook the fact that the account- 
ing treatment closely parallels that of the 
Sacramento Municipal Utility District, except 
that the income tax provision was absent in 
the latter. 

The action of Iowa-Illinois Gas and Electric 
Company is a pioneering one in the private 
utility sector, and on balance, a favorable de- 


velopment. It is a recognition of the fact that 





7 Texas Supreme Court, Texas Railroad Commission 
13 PUR 3d. at p. 105. 

SSupreme Court of Iowa. Jowa-Illinois Gas and 
Electric Co. vs. City of Fort Dodge. Filed Sept. 17, 
1957, p. 27. 

* Annual Report, 1958, Iowa-Illinois Gas and Elec- 
tric, p. 5. 


ageregate utility revenues should cover total 
costs—and depreciation based on economic 
cost must be included as a cost item. 

No panacea is to be found, however, in 
merely substituting economic depreciation, or 
fair value depreciation, or some other depreci- 
ation computation adjusted for price-level 
changes. Quite apart from the additional taxa. 
tion and the uncertainties of accounting meth. 
ods, there is the very major problem of de. 
termining the value of the assets which are to 
be depreciated. The many methods available 
for determining “fair value” leave much to be 
desired. One need only refer to the Fort Dodge 
case cited earlier: the trial court gave equal 
weight to original cost and reproduction cost. 
The Iowa Supreme Court however concluded 
“, . greater weight on reconstruction value 
must be given to the extent hereafter indicated 
(70 per cent to 30 per cent) .”” 

Engineering appraisals to arrive at current 
value are far too subjective and inconclusive. 
The price index method of adjustment is per- 
haps the simplest but leaves two areas open for 
question: first, it tends to overlook techno- 
logical improvements in service just as the re- 
production cost method does. (Reproduction 
cost means reproducing the plant and not the 
service.) Second, it raises the issue of what 


index shall be used 





a specific one for each 
item or classification of property, or a general 
index, such as construction costs, wholesale 
price index, etc. Despite the shortcomings of 
the latter, the index approach is probably the 
most desirable. Depreciation expense corrected 
in this fashion, even with its limitations, is 
preferable to continuing depreciation based 
on original cost. 

There is left the issue of rate base. If one 
accepts “economic depreciation” as a proper 
expense, does it follow that a “reproduction 
cost” rate base must be used? Probably the 


answer is yes, but numerous difficulties arise: 


’° lowa-lllinois Gas and Electric vs. Fort Dodge (see 
note 8), p. 17. 
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First is the uncertainty associated with the 
computation of reproduction cost or fair value. 
And second, as pointed out later, the adequacy 
of the earnings is more important than the 
method of arriving at them. From an account- 
ing standpoint it may be argued that the profit 
and loss statement would be on a current price 
level basis if “economic depreciation” is ac- 
cepted, but that the balance sheet would be on 
an original cost basis, unless the balance sheet 
also was revalued. Such a situation may do vio- 
lence to accounting theory, but it should be 
remembered that LIFO inventory policy pre- 
sents the same situation and yet many account- 
ants have learned to live with it, as has the 
Internal Revenue Service. 

The debate over a proper “rate base” has 
been over-emphasized in utility rate-making. 
The composition of any rate base is subject to 
wide interpretation. The merit of an original 
cost rate base was supposed to be the ease of 
determination and exactness. Economists and 
textbook writers may be very specific about 
what an original cost rate base means (namely 
net book cost) but in practice there is very 
wide interpretation of what net book cost com- 
prises. Certainly there is general agreement 
that net book cost includes plant in service 
less depreciation reserve. But there is consid- 
erable leeway whether materials and supplies, 
working cash, construction work in progress, 
and future plant additions are added in. 

For example, in a recent case on the West 
Coast, the Commission found a rate base of 
$188.5 million which was essentially the aver- 
age net plant in the test period plus an allow- 
ance for working capital plus plant held for 
future use. If materials and supplies and plant 
under construction had been added, the rate 
base would have been increased to $205.7 mil- 
lion or about a 9 per cent increase. In 16 dif- 
ferent states recently, materials and supplies 
were included, and in 10 states, construction 
work in progress was a part of the rate base. 


But these are not all the possibilities for varia- 


PUBLIC UTILITY REGULATION 79 


tion. For example, the use of the average rate 
base in the test period is often used, since it is 
supposed to represent the average investment 
of the utility and comports with the expenses 
of the test period. In a growing utility a good 
case can be made for an end of test period rate 
base as being more representative of the util- 
ity’s future investment, recognizing that rate- 
making is prospective. In the case cited, the 
end of test year rate base would have been 
$207.7 million or 110.2 per cent of that actu- 
ally allowed. If the materials and supplies and 
plant under construction had been added to 
the year-end rate base, the total end of period 
rate base would have been $223.8 million or 
119 per cent of that used in the rate order. 
Again the end of test period rate base is not 
unusual and has been used in at least 14 recent 
cases. It is not difficult then to find variations 
as great as 20 per cent in what is commonly 
referred to as an “original cost” rate base. 

It becomes clear then that the choice in regu- 
lation is not solely a rate base in terms of “fair 
value,” reproduction cost, or original cost. The 
variations in theory and in practice are mani- 
fold. When one considers that the allowed rate 
of return can vary widely as well, the effect 
upon the earnings determination is intensified. 

In effect, then, the real test is not what rate 
base should be used but rather the end result— 
the adequacy of earnings and service. The 
analysis of the treatment of equity investors in 
electric utilities would indicate that they have 
kept pace with inflation in terms of reported 
earnings and market price, and that the utili- 
ties have been able to raise many billions of 
dollars of new capital without impairing the 
market value of their securities. 

How has the utility stockholder been able to 
do as well as indicated here? There are several 
reasons, perhaps all of substantial significance. 
In part, it may be said many utility commis- 
sions have abandoned the strict “original cost” 
rate base in the face of inflation. As indicated 


above, the component elements of any invest- 
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ment base are not precise, but there appears to 
be a tendency, by no means uniform, to antici- 
pate large plant additions (at higher price 
levels) by including construction work in proc- 
ess, by using a year-end rate base, or even in 
many cases a future test period, reflecting ad- 
justments for anticipated new plant and higher 
expenses as well. The latter is close to the pro- 
forma or projected balance sheet often seen in 
accounting usage. In any case, such adjust- 
ments may increase the rate base and give the 
equity stockholder greater allowed earnings. 
Of course, many sections of the country recog- 
nize “fair value” in the rate base—specifically 
Illinois, Pennsylvania, Ohio and Iowa, and 
provide equity holders a built-in protection 
against inflation. 

California has not acted directly on the rate 
base but it has recognized the effect of “attri- 
tion” on earnings, as new high cost plant is 
added. Mr. E. F. McNaughton, Director of the 
Utilities Division, California Public Utilities 
Commission, reported before the New York 
Society of Security Analysts on June 3, 1953: 

To allow for a decline in rate of return attendant 
upon the addition of high cost plan to meet grow- 
ing demands for service and for other reasons, the 
Commission has increased the allowable rate of re- 
turn by as much as one half of 1 per cent and some- 
times more, to take care of the forecasted decline in 
rate of return. This allowance has been variously 
termed “slippage,” “erosion” or “attrition” in the 
return. 

It is not only regulatory action that has been 
responsible here however. The electric utility 
industry has witnessed substantial operating 
economies in many areas — both of a supply 
nature and of a demand nature. The latter is 
recognized in the greatly increased customer 
usage of electricity in the postwar period— 
much at off-peak periods so that capacity is 
more effectively used and more productive of 
revenue. In addition, the supply price is low- 
ered by great strides in the operating efficiency 
of new installations. This combination (which 
appears absent in the telephone industry where 
operating costs have risen greatly due to the 


large wage element) has kept electric com. 
panies out of repeated rate increase applica. 
tions and has permitted rate reductions for 
some. 

Finally, two other technical matters may be 
influential on this issue. Several of the least 
profitable electrics, e.g., Commonwealth Edi- 
son of Chicago, and Boston Edison, entered the 
postwar period with a low debt ratio. Hence 
they were able to take advantage of increased 
leverage as some debt was issued to the benefit 
of the equity holder. The latter may have been 
“saved” by the new debt and the additional ley. 
erage. Also most electrics have lowered their 
pay-out ratio, the proportion of earnings paid 
out in dividends, thus increasing the retention 
of earnings. The reinvested earnings are sub- 
ject to a compound return over a period of 
years to the benefit of the stockholder. Accord. 
ingly, without pursuing exhaustively why the 
equity holder in the electric industry has kept 
pace with inflation, it appears to be a combina- 
tion of regulatory intent and financial practice 
that has permitted it. 

The determination of adequate or reason- 
able earnings for any single utility is difficult, 
but not impossible, because the regulatory 
commission has the results of the rest of the 
industry to act as a check upon its own actions. 
When any commission starts pioneering or in- 
novating in any regulatory action the results 
become uncertain. But there is a much bigger 
issue about which an individual utility or regu- 
latory commission can do little, namely the 
overall deficiency or adequacy of earnings for 
the utility industry as a whole. Capital attrac- 
tion is not a test by itself because new capital 
in some quantity could be obtained even if 
earnings were very low, albeit at the expense 
of existing securityholders. We recognize the 
competitive aspect of the capital market, yet 
little is known about its operations as a whole, 
e.g., what are the determinants of savings, 
their channels, and the selection of ultimate 


investment media. Similarly, while some econ- 
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omists are positive about the calculation of the 
cost of capital, the determinants of cost of 
capital are many and hardly subject to pre- 
cision. For example, the relevant concept of the 
cost of new equity capital in utility rate-mak- 
ing is the anticipated or expected return—the 
return which wiil induce new investment. Yet 
there is evidence only of the “realized” cost in 
some terms of earnings-price ratios or yields. 
This raises the further question of whether the 
“realized” cost is adequate compensation for 
the old equity investor, or whether a differen- 
tial return should be considered as just and 
fair? Certainly there is much work to do in 
developing better criteria for the economic 
cost of capital—which can be defined briefly 
as the payment necessary for giving up liquid- 
ity and bearing the attendant risks of the in- 
vestment. Yet it would be agreed that it is 
necessary that the economic cost of capital be 
covered in total revenues. Research into issues 
of this type may prove most valuable. 

In summary, the commonly accepted end- 
result of utility regulation is to arrive at a 
reasonable level of earnings for the utility com- 
pany — ensuring that investors’ property is 
being reasonably but not excessively compen- 
sated, that consumers are not exploited 
through unnecessarily high prices, and that the 
community as a whole is provided with service 
of adequate quantity and quality. To these cri- 
teria two qualifications can be added: the first 
is that the full costs of providing the service 
be recovered, specifically economic deprecia- 
tion, and second that the utility stockholder be 
permitted protection against inflation. There is 
no merit in rendering the equity investor a 
junior grade preferred stockholder. Today this 
inflation protection appears to have been pro- 
vided, but the accounting for the actual quan- 
tity of resources utilized is in doubt. The 
concern over the possible understatement of 
depreciation as an expense is not only a con- 
cern for the investor’s capital; rather, it is 


due to the fact that revenues may not be ade- 
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quate to cover total real costs of providing the 
service. Hence, there may result a misalloca- 
tion of economic resources because utility 
services are being offered below their real cost. 


APPENDIX 


Note on Method and Interpretation 
of Inflation Statistics 

The relation of reported earnings to average 
market price was computed for each year to 
give the traditional earnings-price ratio in the 
year of purchase. Then for each year, the pur- 
chase price was related to reported earnings in 
each subsequent year, thus getting a lead rela- 
tionship in terms of realized earnings and the 
purchase price. This was done for each year 
and is shown in Table 3 for Pacific Gas and 
Electric Company. The result is a ratio “Per 
Cent Return on Purchase Price Realized in 
Subsequent Years.” The earnings-price ratio 
in each year of purchase was averaged, as was 
the realized return in the first year following 
purchase, the second year, etc. 

These averages permitted computation of an 
index showing the relation of the return real- 
ized in each consecutive year subsequent to 
purchase, compared with the year of purchase. 
The next step was to adjust each observation 
for the consumers’ price index, and Table 4 
shows the per cent return on purchase price in 
subsequent years adjusted for price changes. 
The summary of similar data for other com- 
panies and for the indexes is shown in Table 1. 

It is not enough to look at the adjusted rates 
of return, however, because these returns may 
be altered by market appreciation or deprecia- 
tion. Accordingly, as Table 5 demonstrates, 
for Pacific Gas and Electric the relation of the 
average market price in each year subsequent 
to the year purchased is computed and the ad- 
justment for price level changes is shown in 
Table 6. A similar index is prepared relating 
the adjusted market prices in years subsequent 
to year purchased, and appears at the bottom 


of the table. 
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The summary index for the sample com- 
panies is provided in Tables 1 and 2. 

It can be concluded that the investors in 
utility stocks by either criteria, per cent return 
on purchase price, or market price changes, 
have been able to keep pace with inflation. 
Referring specifically to line 1, Moody’s 24 
utilities, it will be noted that the index never 
dips below 100 and in fact rises steadily 
through the eighth year.* 

The validity of the index for Moody’s 24 
utilities is documented by the same pattern for 
each of the 12 electrics considered independ- 
ently. It is to be noted that for even the very 

* The decline in the ninth, tenth, and eleventh years 
is not statistically meaningful for three reasons: the 
number of observations is small, 3, 2, and 1 respec- 
tively; the earnings are heavily downgraded by the 
Consumers’ Price Index in 1955, 1956, and 1957; and 
the high market price in 1946 is prominent in each 
ease. Accordingly, the last three observations should 
be discarded as statistically insignificant. 


low earning utilities such as Boston Edison, 
and Connecticut Light and Power, the stock. 
holders have kept pace with inflation. 

Again referring to Table 1, the index based 
on return on purchase price for the electrics 
compares quite well with the banks and insur. 
ance groups; e.g., in year five, these are 116, 
114, and 113 respectively, while the industrials 
are 136, and the railroads 131. On the mar. 
ket price reference, Table 2, there is a greater 
disparity. The electrics in the fifth year show 
a performance better than the banks but below 
the insurance, railroad and industrial com. 
panies. 

The only representation of the communica. 
tions group here is AT&T. On the basis of re- 
turn, the stockholders in AT&T have been very 
close to maintaining the purchasing power, 
but the market price test shows the opposite 


situation. 
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LEE SOLTOW 


The Trend Toward More 


Equal Distribution of Income 


An intricate complex of social and economic forces has served 


to diminish differences in income. 


There is ample evidence that the distribution 
of income among low, moderate, and high in- 
come groups in America has become more 
equal today than it was 20 or 30 years ago.’ 
For example, from 1929 to 1956 the average 
earnings of production workers tripled while 
those of engineers doubled. Engineers with 
ten years’ experience made three times as much 
as beginning engineers in 1929 and two times 
as much in 1956. From 1939 to 1956, the per- 
centage salary increase of government em- 
ployees in the lowest scheduled grade was three 
times that in the highest grade.’ 

A variety of certain very broad trends, op- 
erating largely outside corporate influence, 
have tended to bring about income compres- 
sion and, moreover, will continue to exert an 
influence during the next five to ten years. The 

Lee Soltow, “The Trend Movement in the Income 
Distribution in Wisconsin for Twenty Year Period,” 
Review of Economics and Statistics, May, 1957; Si- 
mon Kuznets, “Shares of Upper Income Groups in 
Income and Savings,” National Bureau of Economic 
Research, Occasional Paper 35, (1950); Earl Lewis, 
“Wage Dispersion in Manufacturing Industries,” 
Monthly Labor Review, July 1956; Examples for spe- 
cific groups are “Federal Classified Employees’ Salary 
Changes,” Monthly Labor Review, July 1957; “White 
Collar Employment and Income,” Monthly Labor Re- 
view, April 1956; “Income of Lawyers in the Postwar 
Period,” Survey of Current Business, Dec. 1956; and 
“Income of Physicians, 1929-49,” Survey of Current 
Business, July 1951. 


* National Industrial Conference Board data, New 
York Times, Dec. 16, 1956; Lewis, op. cit., p. 818. 


purpose of this article is to describe some 
changes in the distributions of people in terms 
of education, mobility, and homogeneity of 
certain large groups of people, and certain gov- 
ernment, union, and corporate practices which 
have had a narrowing effect on the distribu- 
tion of income. 


EDUCATION 


The greater equality in the amount of edu- 
cation of people is the most important factor 
tending to bring about greater equality of in- 
come. Chart 1 shows the shift to higher levels 
of the distribution of education by comparing 
the education of people between 25 and 34 
with that of people between 55 and 64 in the 
United States. The modal number of years 
education for the 55 to 64 group is 8 while 
that of the 25 to 34 group is 12. 

Not only has the younger group had more 
education, but, on the average, members of 
this group vary from one another in amount 
of schooling less than do those in the older 
group. Within the 25 to 34 years age group, 
the average difference between two individuals 
in years of schooling is only 3.3 years. This 
difference is 23 per cent less than the 4.3 year 
average difference in the 55 to 64 group.’ If 

*Gini’s absolute mean difference which is the aver- 


age of the differences of all the possible pairs of vari- 
ate-values. 





MR. SOLTOW is Associate Professor of Statistics at Ohio University. 
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CHART | 
Years of School Completed per 100 Population by 


Age Group 25-34 and Age Group 55-64:1957 Data 
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YEARS of SCHOOL COMPLETED 


Source of data: Bureau of the Census, Current Population Reports 
Series P-~20,No.77, pp, 3,9. 


income were distributed solely on the basis of 
formal education, the shift towards equality 
would indeed be rapid.’ 

Qualitative differences in education are not 
reflected in the data above. If it is granted that 
education keeps abreast of current technology, 
then it is true that education literally destroys 
experience differentials in many cases. This 
could be one of the reasons for the failure of 
salaries of older professional and technical em- 


ployees to rise proportionately to those paid to 


*The relative mean difference, essentially. the co- 
efficient of concentration or the absolute mean differ- 
ence divided by the mean, is 40 per cent less for the 
25 to 34 group than the 55 to 64 group. 


recent graduates of universities and technical 
schools. 
MOBILITY 

The mobility of labor in seeking its highest 
value is extremely important in the equality of 
income within both lower and higher income 
groups—and between these two groups as well. 
The fact that the young are more willing to 
migrate to different counties or states or to 
change jobs, as shown in Chart 2, is not sur- 
prising. This mobility of the young in a period 
of strong labor demand serves as a stimulus 
for a company’s having rapid advancement op- 


portunities for beginners and also as a reason 
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for income narrowing. On the other hand, 
seniority and the advent of private pension and 
profit sharing arrangements with long vesting 
periods impede the mobility of older workers. 

The comparative immobility of older groups 
can be effectively isolated in depressed labor 
markets or in a community affected by a plant 
shutdown in a period of full employment for 
the country. Studies of these depressed labor 


markets show that mobility seems to be much 













CHART 2 

Mobility by Age Group 
Per cent 
of age group 
20+ 

Changing Jobs 
ist (% of those having work experience 
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5+ Migrating 
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a a a a a 
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Age 


Source: Bureau of the Census, Current Population 
Reports, Series P-20,No.73,p.I| and Series 
P-50,No.70, p. 3. 


more a function of age than of occupational 
training. Older workers are much more willing 
to accept lower skilled and lower paying jobs 
in the existing communities.” 

Detailed historical data on mobility by age 
group are not available, so it cannot be argued 
that mobility is a stronger factor today in 
bringing equality than it was in the past. It 
does seem reasonable to state, however, that 
because companies hire through much wider 
areas and make use of private and public em- 
ployment agencies.’ wage or salary differentials 
*“Unemployment in New England Textile Commu- 
nities,” “The Older Worker,” “Effect of a Plant Shut- 


down in a Depressed Area,” Monthly Labor Review, 
June 1955, Jan. 1957, Sept. 1957. 
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arising from space distances or lack of knowl- 
edge of labor markets are decreasing. Educa- 
tion itself stimulates mobility. Those with col- 
lege training, of course, are more mobile than 
those with high school education.’ 


ATTRIBUTE CLASSIFICATIONS 

The group falling within an “attribute classi- 
fication”—such as native born-foreign born, 
urban-rural, married-unmarried—is thought 
to become more homogeneous as the per- 
centage of the group to which one of the at- 
tributes (e.g., native born) applies increases 
beyond 50 per cent. Income differentials based 
on heterogeneous characteristics, then, de- 
crease, as one of the factors in the attribute 
classification becomes less important. Conse- 
quently, the decrease from 1890 to 1950 of 
foreign born as a per cent of the native-foreign 
born attribute classification from 15 to 7 
worked towards income compression. Similarly 
during this period, the rural population 
dropped from 65 per cent to 37 per cent of the 
total urban-rural classification, nonwhite from 
12 per cent to 10 per cent of its classification, 
and unmarried males over 14 from 48 per cent 
to 32 per cent.” These changes also have ex- 
erted a compressing influence on income. 

The increase in the percentage of married 
men is double-edged in its implications for in- 
come differentials. Married men have greater 
financial responsibility and probably have 
greater motivation. They tend to take extra 
jobs to a far greater extent than other men.” 
The decrease in the median marriage age, 
therefore, is both a cause and effect of greater 
starting incomes. 

* See US. Dept. of Labor, American Workers’ Fact 
Book, section on the labor market. 

* Between 1935 and 1940, for example, the rate of 
those with one or more years of college education 
who moved between states was 50 per cent higher 
than of those completing high school. See Statistical 
Abstract of the U.S., 1950, p. 19. 

* Historical Statistics of the United States, pp. 25, 
30; Statistical Abstract of the U.S., 1953, pp. 30, 31, 
35, 38; Current Population Reports, Series P-20, No. 
eo ane 
ot he Population Reports, Series P-50, No 80. 
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Running against all these factors which have 
a narrowing effect on the spread of incomes is 
the number of women entering the labor force, 
a very important aspect. Because women are 
mainly in unskilled and semi-skilled occupa- 
tions, the spread of wage and salary rates for 
women’s jobs may be narrower than that for 
men’s jobs. Thus, because women’s wages tend 
to be lower than men’s, the combination of 
men and women in the labor force yields a 
wider spread of individual incomes than if it 
were solely men.” 

The fact that the portion of women in the 
labor force has grown from 17 per cent in 
1890 to 26 per cent in 1955 and is projected 
to increase to 34 per cent in 1975 may bring 
greater equality in terms of family income, but, 
unlike most other trends cited in this article, 
it is a factor bringing greater dispersion of in- 
dividual incomes.” 


GOVERNMENT ACTION 


Government action on taxation, transfer pay- 
ments, minimum wages, and overtime pay- 
ments tends to equalize the distribution of in- 
come. For example, there is a greater uni- 
formity in the number of hours worked by in- 
dividuals in manufacturing today, due, in part, 
to the cost of overtime payments.” Top bracket 


income tax rates, in acting as somewhat of a 





See Earl Lewis, “Wage Dispersion in Manufac- 
turing Industries,” Monthly Labor Review, July 1956. 

“Sophia Cooper, “Labor Force Projections to 
1975,” Monthly Labor Review, Dec. 1957, pp. 1444- 
1445; Bureau of the Census, Annual Report on the 
Labor Force, 1956, Series P-50, No. 72, p. 2.; Dept. 
of Labor, American Workers Fact Book, p. 11. The 
displacement of women for children in the labor force 
should be considered over the very long run. In Bos- 
ton in 1875, children were the source of 25 per cent 
of the family income. “Profiles of Worker Family 
Living in Boston, 1875-1950,” Monthly Labor Review, 
March 1957, p. 277. 

“In studying one plant over a thirty-five year pe- 
riod, the author found that three-fourths of the de- 
creased spread of wages among the men could be 
explained by the fact that the hours worked per week 
have become increasingly uniform. See “Income Equal- 
ity in a Factory Payroll,” Southern Economic Journal, 
Jan. 1959. 





dollar salary ceiling to top management, prob. 
ably do have the effect of “squeezing” middle 
management salaries. The minimum wage law, 
which continues to exert pressure in certain 
low-paying industries, brings sharp compres. 
sion of earnings.” 


UNION PRACTICES 


It is not surprising that many practices of 
unions contribute to income compression. The 
mere shift to centralized bargaining in general 
“decreases the variety and deviations because 
of less ‘give and take’ of negotiators familiar 
with local details.” Unions are effective in 
eliminating or reducing interregional occupa. 
tional wage differentials, as in the iron and 
steel industry.” 

In contrast to equal-percentage wage in. 
creases, equal-cents-per-hour increases in 
wages diminish relative wage differentials, as 
does the tendency of unions to ask for specific 
occupational rate adjustments mostly for 
lower-paid groups in which there are the 
largest number of men. Union procedures in 
adjusting to a reduced volume of work through 
sharing agreements are another factor leading 


to greater equalization of income.” 
CORPORATE PRACTICES 


The vast increase in the amount of statistical 
material available on wages and salaries has 
served as an impetus for companies to pay 
competitively. This tends to bring much greater 
uniformity of payments since companies do 
not want to be literally “out of line” with any 
particular correlation procedure involving em: 
ployee earnings. Moreover, since salaries of 
top executives are now known through proxy 

'S See “Effects of the $1 Minimum Wage in Seven 
Industries,” Monthly Labor Review, March 1957. 

‘* George Brooks, International Brotherhood of Pulp, 
Sulphite, and Paper Mill Workers, “Observations on 
the Changing Nature of American Unions,” Monthly 
Labor Review, Feb. 1957. 

“Wage Dispersion in Manufacturing Industries, 
Monthly Labor Review, July 1956. 


‘6 “T ayoff, Recall, and Work Sharing,” Monthly 
Labor Review, Dec. 1956. 





tio! 


yrob- 
iddle 
law, 


rtain 


/pres- 


es of 
. The 
eral 
cause 
miliar 
ve in 
cupa- 
n and 


ye in- 
sin 
als, as 
pecific 
y for 
re the 
ires in 
1rough 


eading 


tistical 
ies has 
to pay 
greater 
nies do 
ith any 
ing em: 
ries of 
1 proxy 
in Seven 
1957. 

1 of Pulp, 


ations on 


Monthl) 


dustries,” 


Monthly 


statements, these payments are more subject 
to public pressures. External data usually de- 
termine the structure of a company’s wage and 
salary schedule, irrespective of how ornate a 
particular job or position evaluation system 
may be. 


CONCLUSION 


Various broad factors affecting the distribu- 
tion of income between lower and higher paid 
employees have been examined. A relatively 


small group of young, better educated, highly 
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mobile, married, urban people has served as an 
impetus to a greater leveling of incomes. This 
influence will continue to exert itself gradually 
for some time, with the strongest force coming 
from greater equality of education brought 
about by the rapid shift upward in the amount 
of education of young age groups. Certain gov- 
ernment, union, and corporate practices also 
exert influences raising lower income groups 
relative to higher income groups. It would 
seem that further compression of range in in- 
come is in the offing. 





Another organization pathology is that of growth and decay. In biology, psy- 
chology, in crystallography, in economics, scientists talk of a “normal growth 


curve” 





a process of growth, maturing, aging and decay. Historians from 


Thucydides to Toynbee have applied the concept to civilizations. Does it apply to 
the new social organization too? It applies to individual technologies, to indi- 
vidual markets, to individual products; but it does not apply universally. Fields of 
knowledge (law, for instance, or astronomy) and all the arts have kept on grow- 
ing; and so have animal species. Where then does organization belong? How far 
can innovation change the growth curve of a business enterprise, for instance 
rejuvenate it, or at least delay its aging? Here too we need knowledge. 


Peter F. Drucker 
Landmarks of Tomorrow (Harpers, 1958) 








JAMES B. BOULDEN 
ELWOOD S. BUFFA 





The Strategy of 


Interdependent Decisions 


How effective are you in making interdependent decisions? 


Test yourself by playing the game below and compare your 


performance with that of fifty-two other executives. 


You are the president of the Acme Relay Com- 
pany. Your firm is the second largest producer 
of mechanical relays in the country and sells 
only in the commercial market. The directors 
of your firm have recently informed you that 
your objective is to maximize profits over the 
immediate planning period. Your principal 
competitor, the Best Company, is a large inte- 
grated electronics firm that has an assured 
market for mechanical relays through its own 
line of commercial electronic equipment. You 
have adopted the strategy of invading the mili- 
tary market for relays in 1959. This strategy 
calls for a series of tactical decisions. 

The position in which you find yourself re- 
quires you to make a number of inter-related 
decisions. You must choose from among the 


series of alternative courses of action devel- 


oped below. Your decisions must be based 
solely on the information and considerations 


as given. 


1. Labor Dispute 


You are presently involved in a labor dis- 
pute. The union has set a strike deadline of 
12:00 midnight tonight if you do not accept 
their request for a 10 per cent wage increase. 
You are certain that the union will carry out 
this threat and the resulting strike will cost you 
around $300,000. If you give in to their de- 
mand your total cost/relay unit will increase 
to $4.05 as compared to the present cost of 
$3.80/unit. You feel certain the union will be 
defeated if it strikes and therefore your present 
costs will remain fixed for the next year. You 


must decide: 


UNION DISPUTE 


Tactical Decision: 


_.......A.I will give the employees the wage increase and suffer the higher cost 


of production. 


.........B. I will stick to my present wage scale and suffer the resulting strike loss. 





MR. BOULDEN is acting Assistant Dean of the School of Business Administration at the Uni- 
versity of California, Los Angeles. MR. BUFFA is Associate Professor of Production Management, 


also at UCLA. 
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2. Government Contract 

Your union tactics are complicated by the 
fact that the government is letting a large con- 
tract for 10,000,000 relay units within the next 
month and you will not be in a position to bid 


on this contract if your employees go on strike. 
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However, even if you give in to the union de- 
mands and avert a strike you still are not as- 
sured of getting the contract unless you can 
underbid your competitors. Your possible bids 
and resulting probabilities of winning the con- 
tract are as follows: 


GOVERNMENT CONTRACT 


Tactical Decision: 


....X Not eligible to bid on company strike. (See “B” decision above. ) 


Price /unit 
eae C. I will bid $4.15 
anditee D. Iwill bid $4.12 


_E. I will bid $4.10 
_F. I will bid $4.07 


3. Test Equipment Investment 


Fortunately a second major government 
contract is anticipated in the latter part of the 
year if you do not receive the lucrative con- 
tract mentioned previously. (Because of pro- 
duction limitations it will not be possible for 
you to assume both contracts should you re- 
ceive the first contract.) To be in a position 
to bid on the second contract, it is necessary 
at this time for you to secure adequate fi- 


nancial backing to guarantee the government 


Probability of Getting Contract 
30% 
50 
60 
80 


you can provide certain expensive testing 
equipment should you receive the contract. 
The larger the test facilities you can provide 
the more likely it is that you will be awarded 
the contract. The anticipated net profit for this 
second project is $3 million if your unit cost 
is $4.05, and $4 million if your unit cost is 
$3.80. This figure does not include the large 
investment in special test equipment which 
must be written off over the life of the contract. 


TEST EQUIPMENT INVESTMENT 


Tactical Decision: 
Investment 
G. Iwill invest $2,000,000 
H. Iwillinvest 2,400,000 
2,600,000 
J. Iwillinvest 2,900,000 


_l. I will invest 


Probability of Getting Contract 
20% 
40 
50 
60 


Note: You may wish to solve this problem independently before proceeding to 
the remainder of the article where you will be given an opportunity to compare 


your performance with that of other executives. In making these decisions, you 
should restrict your analysis to the short-run, simplified framework of the problem 


as stated. Other important considerations such as taxes should be ignored for the 


purposes of this problem. 
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THE SOLUTION 


How many alternatives? 

First, we must see the structure of the vari- 
ous alternatives open to the decision-maker. 
This structure is shown in Exhibit 1 and it may 
be a surprise to see that there are 20 alterna- 
tives. The 20 alternatives are divided into 16 
that result if the basic strategy A (no strike) is 
adopted, plus 4 more that are associated with 
the basic strategy B (take the strike). 

We recognize that if B is followed we may 
bid only on the second contract so that we have 
only the alternatives BXG, BXH, BXI, and 
BXJ. Recall that X denotes the fact that we 
cannot bid on the first contract because of the 
strike. On the other hand if we follow the basic 
strategy A, both contracts are open to us even 
though we can actually accept only one of them 
because of production limitations, Therefore, 
our strategy can combine both contracts. 

If we are awarded the first contract we can- 
not accept the second. If we lose the first we 
still have a chance for the second. Therefore, 
since there are four basic alternatives of bid- 
ding for the first contract, and four for bidding 
for the second contract, there are 16 possible 
combinations (4 x 4). We shall head each of 
the 16 by A (no strike) and we have ACG, 





ACH, ACI, and ACJ which are all of the combi. 
nations of C with the four basic alternatives 
of the second contract. The other combinations 
are ADG, ADH, ADI, ADJ, AEG, AEH, AE], 
AEJ, AFG, AFH, AFI, and AFJ. 


How to compute? 


Let us take the computations for the simpler 
situations first, those headed by B (take the 
strike). For each of the four alternatives we 
can calculate by ordinary arithmetic how much 
we would make by each alternative if we ac- 
tually received the contract. We have a net 
profit of $4 million from which we must deduct 
the required investment in test facilities. But 
the resulting figure must be tempered by the 
fact that we may not receive the contract. 
Therefore, BXG yields a possible profit of $2 
million after the investment is deducted, but 
the probability of receiving the contract with 
the small investment in test facilities is very 
low—only 20 per cent. Therefore, the value 
of this alternative in relation to the others is 
only 20 per cent of $2 million or $400,000, 
From this we must deduct the sure loss of the 
strike of $300,000 so that the final resulting 
relative value of BXG is only $100,000. The 
results for the four “strike” alternatives are 
given in Exhibit 2. 


EXHIBIT | 


Structure of Alternative Decisions 


First Contact 
Price, $ 4.15; Probability, 30 %(C 
Price, $ 4.12 ;Probability, 50% (D) 
union. ~~ Price, $ 4.10;Probability,6 0% (E) 
Price, $4.07;Probability ,80% (F) 


No strike; 
A Give into Alternatives 


Cost, $4.05 
relay 


Take strike; 


Second Contact 


$ 3,000,000 Profit 
(G) Invest 2.0 million, Prob. 20 % 


H) Invest 2.4 million,Prob.40 % 
1) Invest 2.6 million Prob. 50 % 
J) Invest 2.9 million,Prob. 60 % 


16 alternatives, i.e. 
CandG,C andHete. 
D andG,D andHetc. 


Second Contact Only 
(G) Invest 2.0 million,Probability, 20% 





Cost,$ 3.80 
B — 


Cost of strike 
= $ 300,000 


Alternatives 


(H) Invest 2.4 °° - ,40% 
(1) invest 2.6 " 7 50% 
(J) Invest 29 " rs 60% 


BXG 
BXH 
BXI 
BXJ 


the 
valt 
pro| 


not 


late 
abil 
cen 


80 
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abi- EXHIBIT 2 
ives RESULTS FOR ‘‘STRIKE’’ ALTERNATIVES 
— 1) | (2) (3) (4) (5) (6) (7) 
ET, ss (4) X (5) Less the Sure 
a a aos ! Probabilit 
Atvernative «| NXZtwGL From) ame Reawived | equaln | of Recemine | EAposeed Net] Lara he, 
— Contract of the Strike 
EE ae co tice eee | $4,000, 000 $2,000, 000 $2,000,000 20% $400,000 | $100,000 F 
pler Re cadet Fontde erate arden | 4,000, 000 2,400, 000 1,600,000 40% 640,000 340,000 } 
‘ ee 4,000,000 | 2,600,000 | 1,400,000 50% 700,000 | 400,000 
the RRR Hes | 4,000,000 | 2,900,000 | 1,100,000 60% 660,000 | 360,000 
we 
uch 
ac- Thus we see that the probability figure enters second contract is 40 per cent, then the com- 
net the computations directly and in a very im- _ bined probability of getting the second, and 
luct portant way. The possible return may be very _ losing the first is 80 per cent multiplied by 40 
But high, e.g., for BXG it is $2 million minus the _ per cent, i.e., 0.80 x 0.40, or 32 per cent. Let us 
the strike cost, but if the probability is very low illustrate with the alternative ACG: 
-act. the relative value of the alternative is low = 
; h ane f First contract: 
> we may have an excellent chance of ac- ; 
f $2 nen apenas. 10,000,000 relay units 
but tually getting the more modest returns of other : . 
ist , Price/unit = $4.15 
with alternatives. It is exactly comparable to the A 
lh at , nomen Cost /unit = $4.05 
e contrast o ayin e long shots a ne race cae 
very a oe & Probability = 30% 
alue track at high odds versus playing the sure win- 
rs is ners at low odds. Second contract: 
000, The computations for the A (no strike) Profit from contract = $3,000,000 
the alternatives are a little more complex but the Required investment = $2,000,000 
ting basic ideas of the possible returns tempered by Probability = 20% 
The probabilities of attainment remain the same. Probability of getting No. 2 given that 
are The slight complication comes in the fact that No. 1 has been lost is (1-0.30) x 0.20, 
we cannot accept both contracts. Therefore, for or 14%. 
each combination we must calculate: a a 


from first contract) x 
(Probability of receiving first contract) + 


(Possible return 10,000,000 (4.15~4.05) 0.30 + (3,000,000 


— 2,000,000) 0.14 = 290,000 + 140,000 = 
$440,000 


(Possible return from second contract) x 
(Probability of receiving second contract, 


and not receiving the first contract) The results of the relative value of the entire 


. Thus we have a probability weighted value of _ set of ‘“‘no strike” alternatives are: 
: - <i! a ce a oe ACG—$440,000 AEG—$380,000 
o value . contract, a is latter 
ee ee ee ACH— 468,000 | AEH— 396,000 
probability allows for the fact that we might 
ACI — 440,000 AEI — 380,000 
not get the first contract. 
This latter probability value is easy to calcu- ACJ — 342,000 AEJ — 324,000 
Ye late. We may view it this way. If the prob- ADG— 450,000 AFG— 200,000 
to ability of getting the first contract is 20 per ADH— 470,000 AFH— 208,000 
“ cent, then the probability of not getting it is ADI — 450,000 AFI — 200,000 
: 80 per cent. If the probability of getting the ADJ — 380,000 AFJ — 172,000 
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In every instance, the 16 alternatives of the 
A (no strike) series and the 4 alternatives of 
the B (strike) series, we now have expected or 
relative values. Each one is weighted by the 
probability of attainment. These are the im- 
portant data for decision purposes. 

It is important to recognize, however, that 
these data do not tell us actually how much we 
will make by each alternative. Rather they tell 
us relative values for decision purposes. Since 
ADH gives the highest relative value, let us 
assume that we choose it. Exhibit 3 tells us how 
much we actually make under the three condi- 
tions: 

1. received first contract, dropped second, 

2. lost first contract, but got the second, and 


3. lost both contracts. 


Thus, if we adopted ADH as our strategy, 
actually we may gain a net of $700,000, $600,- 
000 or zero. But in deciding which of the 20 
alternatives was best, it was wise to weight the 
possible return by the probability of attain- 


ment. 


Rate Your Own Decision 

How good is a given decision from the 20 
possible alternatives? One good answer to this 
is to see what decisions were made by the ex- 
ecutives from the UCLA Executive Program. 
These men are practicing business executives, 
used to making decisions. If you compare 


favorably with them, you are probably a pretty 


EXHIBIT 3 


Prorits UNDER THREE CONDITIONS 





(1) (2) 


Received 


i Fw . 
first contract Lost first Lost 
| contract but both 
dropped Speanntin Pi tal 
second Rots ) Ntracts 


| 
| 
| 
Profit from con- | 


BEBCE.. caGis $700,000 | $3,000,000 | 


Invested to get 


second contract 2,400,000 | 


Total profit....| $700,000 | $ 600,000 | 








good decision-maker. If not, perhaps your de. 
cision-making needs a bit of sharpening. 
Exhibit 4 shows the decision combinations 
in rank order of their relative value as we 
calculated them. Beside this column we have 
brackets that indicate the cumulative per cent 
of the UCLA executives who made a given de. 
cision or better. For example, the top 10 per 
cent chose the best decision, ADH. But 17 per 
cent chose the combination ADI or better, 


This, of course, includes the 10 per cent who 


chose ADH. 


EXHIBIT 4 


DEcISION SCOREBOARD 





= — — — 


Rank Order of 

Relative Value 
of Decision 
Combination 





Decision 
Combination 











1 bd .. ADH Top 10% 
2 ACH 

3 tush ees DS 

Cree « Dy Top 17% 
5 Oe bd . ACI 

SS = «eee Se ACG 

7 ne ae Sel Top 38% 
: ee AEH 

9 ae  - aT Top 45% 
10 55 AEG 

11 ver ADJ Top 94% 
12 sf BXJ 

13 seatechsens > BAH 

14 > ACT Top 98% 
15 , ' AEJ 
16 , cichege CORRES 

Fg AFG 

18 oats’ oe WET 
19 been, a ABD Top 100% 


20 BXG 


Examples: The selection of ADG places one in the top 17% 
as compared to the UCLA executives. The selection of BXI places 
one in the top 38%, etc. 


Performance Evaluation 
Several of the executives saw fit to qualify 
their decisions by noting one or more of the 


following observations: 
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1. Recognition of the tax situation. 


2. Long run consequences of higher wage 
structure. 


3. Lack of historical financial data for the 
company and the industry. 


4. Legal implications of the contract. 
5. Misleading statement of the problem. 


6. Interest rate considerations. 


Certainly these are valid considerations and 
point up the difficulty of building any simple 
model of the actual business environment in 
which decisions must be made. The manager 
is faced with a complex situation with many 
important variables, many not easily quanti- 
fiable. Therefore, it is difficult to say in any 
business decision just how “good” it is. 

Approximately 10 per cent of the executives 
in the program made the best possible decision 
out of the twenty alternatives. (The response 
distribution is shown on Exhibit 5.) Another 
7 per cent narrowly missed the top decision, 
probably because they did not properly calcu- 
late the probability of the combined effect of 
not receiving the first contract and receiving 
the second contract. 

Another 15 per cent of the executives made 
the best possible decision sequence involving 
a strike. Some of these executives stated that 
they were against giving in to the union be- 
cause of long run consequences on the com- 
pany cost structure while others stated that 
they would not give in “just on the principle 
of the thing.” Still others stated that they failed 
to consider the cost of the strike. 

Almost 50 per cent of the executives selected 
the “BJ” sequence. One reason for this error 
seems to be a conservative desire of the execu- 
tives “to get that contract.” (Note that none 
of the executives chose “BG” which was the 
most speculative but which carried the largest 
possible return.) One executive stated that he 
did not consider cost important on govern- 
ment contracts since they could always be re- 


negotiated. Other executives evidently placed 
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greater emphasis on the strategy of invading 
the military market without consideration of 
the Return on Investment objective. 


The average (as well as the mode) of the 





EXHIBIT 5 
Relative Decision Distribution 
by = 
e 
Value Best 
x1000 Paap 
in order 
200 
9.6 % 
470+-ADH 
468-+-ACH 
%o 
aso-{aps itl 
440-4-A¢1 
ACG 


21.2 % 
or + Bxl {NINA MONLAARUT HTT 
TAEH IL9% 
AE! “ 
380-LAEG 5.8 %o 
ADJ 


350 7 
342-1 ACU BI.9% 
340 .BXH 


48 % 
330-8) Mo 


324--AEJ [3.9% 


208+-AFH 
LrAFG 
200-1 AFI 


I72-4+-AFU D19% 
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group was very close to the 10th best decision 
out of the possible 20. The distribution is 
rather bell shaped with a skew toward the high 
side. Significantly, there was only one really 


poor decision. 


CONCLUSION 


The American executive functions in an en- 
vironment of incredible complexity. Fre- 
quently the manager finds himself in a situa- 
tion with a multitude of variables and action 
alternatives. Certainly no mathematical model 
can duplicate this decision matrix. Neverthe- 


less, it is often useful for the executive to ab- 





stract from this complex reality in order to 
identify the critical variables and determine 
the nature of their interrelationships. 

The decision-making situation presented in 
this article was necessarily simplified to make 
it suitable for quick analysis; however, this 
does not detract from the importance of the 
concepts used in the solution. The executive 
must weight the value of decision alternatives 
according to their probability of occurrence to 
determine the relative desirability. Why not 
take a fresh look at your own decision. 
making? You may be “attempting a draw to 


an inside straight.” 
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